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PREFACE 

In  Income  Tax  Procedure,  19 19,  I  referred  to  the  excess 
profits  tax  as  an  emergency  measure — an  ugly  but  essential 
temporary  annex  to  the  federal  financial  structure.  The  an- 
nex should  be  removed  to  make  way  for  a  tax  system  which 
will  remain  unchanged  for  a  few  years  at  least. 

Congress  passes  a  new  tax  law  with  as  little  concern  as  a 
fraternal  lodge  changes  its  by-laws.  It  is  full  time  to  demand  a 
rest.  It  is  a  truism  that  a  lasting  bad  law  generally  under- 
stood and  fairly  administered  is  better  than  a  varying  succes- 
sion of  good  laws.  But  the  excess  profits  tax  law  bears  in- 
equitably on  so  many  taxpayers  that  only  a  small  percentage 
of  those  entitlted  to  relief  will  secure  it.  It  is  intolerable  that 
a  tax  law  so  thoroughly  inequitable  should  be  allowed  to 
remain  in  force.  Therefore  it  should  be  repealed  and  the 
income  tax  rates  adjusted  to  meet  the  necessary  expenses  of 
government. 

Probably  the  chief  defect  of  the  present  law  is  that  the  re- 
lief sections  are  secretly  (not  improperly)  administered.  When 
relief  is  granted  to  one  claimant  all  other  taxpayers  similarly 
situated  should  automatically  receive  the  same  relief,  but  under 
present  procedure  one  taxpayer  does  not  know  whether  he  is 
being  taxed  relatively  the  same  as  his  competitor  in  business 
or  not. 

I  know  that  many  excess  profits  tax  problems  are  insoluble 
but  I  trust  that  most  of  the  problems  will  find  a  solution  in 
this  volume. 


Robert  H.  Montgomery. 


55  Liberty  St.,  New  York, 
January  19,  1920. 
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CHAPTER  I 

INTRODUCTORY 

The  excess  profits  tax  law  of  1917  applied  to  individuals, 
partnerships  and  corporations  for  the  year  191 7.  The  excess 
and  war  profits  tax  law  of  19 18  applies  only  to  corporations. 
The  war  profits  tax  imposed  by  the  19 18  law  did  not  apply 
after  January  i,  1919  (except  to  unfinished  government  con- 
tracts), and  the  excess  profits  tax  rates  imposed  by  the  19 18 
law  are  considerably  reduced  for  19 19.  The  procedure  under 
the  1917  and  1918  laws  was  fully  discussed  in  the  author's 
Income  Tax  Procedure,  19 18  and  1919  editions.  Beginning 
with  19 19  practice  several  factors  combine  to  make  desirable 
this  separate  volume  on  excess  profits  tax  procedure.  In  the 
first  place,  the  statute  now  applies  to  corporations  only  and, 
consequently,  the  procedure  is  of  interest  only  to  this  limited 
class.  Next,  the  body  of  interpretive  material  relating  to  in- 
come and  profits  taxes  has  grown  to  such  proportions  that  a 
single  volume  which  attempts  an  adequate  treatment  of  both 
taxes  is  inconveniently  large.  Finally,  great  uncertainty  sur- 
rounds the  future  of  the  profits  tax  and  the  possibility  that 
it  may  be  abandoned  during  the  next  few  months  makes  it 
advantageous  to  have  the  procedure  relating  to  it  in  a  separate 
volume. 

Plan  of  the  book. — This  volume  should  be  used  in  conjunc- 
tion with  the  latest  edition  of  the  author's  Income  Tax  Pro- 
cedure. The  aim  has  been  to  avoid  duplicating  here  material 
presented  in  that  volume.  The  excess  profits  tax  is,  of  course, 
a  variant  of  the  income  tax.  It  takes  the  profits  of  a  corpora- 
tion as  determined  for  income  tax  purposes,  subjects  them 
to  definite  tests  to  determine  their  reasonableness  and  applies 
rates  which  vary  with  the  so-called  excessiveness  of  the  profits 
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SO  ascertained.  Consequently  it  is  inevitable  that  the  pro- 
cedure under  a  tax  such  as  this  should  be  to  a  considerable 
extent  interlocked  with  that  under  the  income  tax.  The  solu- 
tion adopted  here  is  to  make  this  book  practically  a  supple- 
ment to  the  other.  Frequent  cross-references  are  made  to 
Income  Tax  Procedure',  1920,  in  the  expectation  that  the 
user  of  this  book  will  have  access  to  that  treatise. 

The  general  plan  is  the  same  as  that  used  in  the  income 
tax  volume.  The  law  and  the  regulations  bearing  on  a  par- 
ticular point  are  first  quoted  verbatim,  followed  by  the  author's 
explanations,  criticisms  and  suggestions.  The  wide  differ- 
ences between  the  procedure  under  the  191 7  law  and  the  19 18 
law  make  former  procedure  an  important  feature  of  the  treat- 
ment. 

Treasury  Regulations  45  as  revised  from  time  to  time  con- 
stitute the  official  interpretation  of  the  law.  All  regulations 
bearing  on  the  excess  profits  tax  are  reproduced  and  discussed 
herein.  For  convenience  Regulations  45  will  be  quoted  by 
article  numbers.  Other  regulations  and  decisions  will  be  cited 
in  detail. 

Origin  and  development  of  profits  taxation. — Excess  profits 
taxation  found  its  origin  in  the  exigencies  of  the  great  war. 
It  was  first  introduced  in  England,  in  September,  191 5,  largely 
as  a  concession  to  the  labor  element  which  agreed  to  co-operate 
in  a  program  of  war  production  on  condition  that  steps  were 
taken  to  recapture  profits.  Much  support  was  found  for  the 
measure,  moreover,  in  the  feeling  which  existed  in  the  com- 
munity generally  that  no  one  should  be  permitted  to  grow  rich 
from  the  war.  The  English  plan  called  for  a  50  per  cent 
levy  (later  increased  to  80  per  cent  and  in  19 19  reduced  to  40 
per  cent)  upon  the  increase  in  the  profits  of  business  enter- 
prises over  the  standard  achieved  in  the  years  of  a  pre-war 
period.^     Thus  the  tax  is  seen  to  be  not  a  tax  on  profits 


'Parliamentary    Debates,   House   of   Commons,    September   21,    191 5, 
Vol.  74,  No.  94,  page  349. 
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due  to  the  war  but  on  all  increased  profits  arising  during  the 
war  period,  a  distinction  fully  recognized  in  England  but 
ordinarily  ignored  in  this  country,  as  is  shown  by  the  termi- 
nology of  our  19 18  statute. 

Almost  simultaneously  with  England,  Germany  established 
a  war  profits  tax  as  a  part  of  her  program  of  191 5.  Other 
nations  followed,  until  practically  all  the  belligerents  and 
many  of  the  neutrals  applied  such  a  tax  in  some  form  or  other. 

The  excess  profits  tax  of  March  3,  19 17. — The  first  excess 
profits  tax  in  this  country  was  passed  while  the  United  States 
was  still  neutral.  On  March  3,  191 7,  Congress  passed  a  law 
imposing  a  tax  of  8  per  cent  upon-  the  profits  of  corporations 
and  partnerships  in  excess  of  $5,000  plus  8  per  cent  of  the 
"actual  capital  invested."  This  phrase  was  defined  as  "(i) 
actual  cash  paid  in,  (2)  actual  cash  value  at  the  time  of  pay- 
ment of  assets  other  than  cash  paid  in,  and  (3)  paid-in  or 
earned  surplus  and  undivided  profits  used  or  employed  in  the 
business  but  does  not  include  money  or  other  property  bor- 
rowed by  the  corporation  or  partnership"  (Section  202). 

Before  this  act  became  generally  applicable,  war  was  de- 
clared and  this  simple  rudimentary  profits  tax  was  replaced 
by  the  Act  of  October  3,  191 7.  The  first  excess  profits  tax 
was  therefore  of  no  significance  even  to  the  few  concerns 
which  chanced  to  go  out  of  business  during  the  seven-month 
period  when  it  was  in  force.  Such  concerns,  it  was  held,  were 
subject  to  the  Act  of  October  3,  1917.^ 

The  19 1 7  excess  profits  tax. — American  business  men  con- 
sequently received  their  first  real  contact  with  excess  profits 
taxation  through  the  Act  of  October  3,  191 7,  which  taxed  cor- 
porations, partnerships  and  individuals  on  the  excess  profits 
arising  after  January  i,  191 7.  Like  its  short-lived  prede- 
cessor,  this   law   determined   the   so-called   excessiveness   of 


^Letter  to  Joseph  and  Alvin  T.  Sapinsky,  New  York,  N.  Y.,  signed  by 
Deputy  Commissioner  L.  F.  Speer,  and  dated  November  17,  1917. 
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profits  by  reference  to  a  standard  of  invested  capital.  How- 
ever, the  rates  were  not  only  made  very  heavy  but  were  also 
made  progressive,  the  more  "excessive"  profits  paying  larger 
taxes.  The  rates  varied  from  20  per  cent  to  60  per  cent,  the 
highest  rate  applying  to  profits  in  excess  of  33  per  cent  return 
on  invested  capital.^  The  line  above  which  profits  were 
deemed  excessive  was  established  by  adding  together  the 
specific  exemption  ($3,000  for  corporations  and  $6,000  for 
individuals  and  partnerships)  and  a  percentage  upon  the  capi- 
tal invested  varying  from  7  to  9  per  cent,  depending  on  how 
prosperous  the  concern  had  been  in  the  pre-war  period.  In 
the  case  of  businesses  with  "no  invested  capital  or  not  more 
than  a  nominal  capital"*  a  rate  of  8  per  cent  was  applied  to  the 
net  income  in  excess  of  the  specific  exemption.  Consequently 
this  rate  applied  to  most  professional  and  other  "earned" 
incomes. 

This  law  was  a  brilliant  fiscal  success  but  was  open  to 
severe  criticism  from  many  other  points  of  view.  It  was  un- 
fair in  its  scope,  operating  as  a  differential  against  earned 
incomes.  It  was  uneven  in  its  application,  taxing  concerns  of 
substantially  the  same  strength  at  widely  different  rates,  de- 
pending upon  accidents  in  their  financial  history.  It  was  so 
poorly  drafted  that  only  by  the  most  heroic  administrative 
measures  was  it  made  workable  at  all. 

Complicated  as  this  tax  appeared  to  be,  it  was  not  suffi- 
ciently refined  and  flexible  to  secure  that  approximate  equality 
in  the  distribution  of  the  burden  without  which  a  tax  becomes 
unendurable.  Some  relief  was  obtained  through  the  Treas- 
ury's liberal  interpretation  of  section  210,  which  permitted 
the  deduction — in  cases  in  which  invested  capital  could  not  be 
satisfactorily  determined — to  be  fixed  with  reference  to  that 
of  representative  concerns  engaged  in  a  similar  trade  or  busi- 
ness. Through  the  exercise  of  administrative  discretion  to  an 
extent  which  can  be  justified  only  when  one  considers  the 


*For  a  full  statement  of  the  rates,  see  page  83. 
*I9I7  law,  section  209. 
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seriousness  of  the  issues  involved,  this  section  was  applied 
when  invested  capital,  even  though  definitely  known,  was 
"seriously  disproportionate"  to  the  taxable  income. 

In  a  number  of  other  particulars  the  Treasury  found  it 
necessary  practically  to  amend  the  law  by  interpretation  in 
order  to  avoid  glaring  injustices.  Thus  in  the  determination 
of  invested  capital,  tax-exempt  securities,  declared  by  the  law 
to  be  inadmissible,  were  under  certain  conditions  admitted  as 
assets.  Money  borrowed  by  corporations  was  also  admitted, 
in  spite  of  the  law,  to  an  extent  determined  by  the  amount  upon 
which  they  were  not  permitted  to  deduct  interest  under  the 
income  tax.  Again,  in  determining  income,  the  Treasury  per- 
mitted the  deduction  of  salaries  for  proprietors  of  concerns, 
whether  actually  paid  in  191 7  or  not,  although  the  law  con- 
tained no  specific  provisions  therefor.  Finally,  the  Treasury 
apparently  found  it  necessary  to  do  violence  to  the  law  in 
order  to  give  to  small  concerns  the  full  benefit  of  the  stated 
deduction  in  cases  in  which  it  was  greater  in  amount  than  15 
per  cent  of  the  invested  capital. 

That  such  a  faulty,  poorly  framed  law  should  have 
achieved  the  measure  of  success  it  did  was  due  largely  to 
courageous  and  intelligent  administration  by  the  Treasury. 

The  1918  law. — Eagerness  on  the  part  of  the  Treasury  to 
be  relieved  of  some  of  the  responsibility  it  had  assumed  by  its 
liberal  interpretation  of  the  19 17  law  was  largely  responsible 
for  the  Revenue  Act  of  1918,  which  made  radical  changes 
in  the  excess  profits  tax  law.  The  most  striking  feature  was 
the  addition  to  the  statute  of  a  new  test  of  the  so-called  ex- 
cessiveness  of  profits,  coupled  with  a  different  rate,  which  was 
to  apply  as  an  alternative  to  the  old  invested  capital  test  in 
cases  where  it  would  yield  a  higher  tax.  This  alternative  fea- 
ture of  the  tax  was  a  novel  one.  Little  can  be  said  for  it  ex- 
cept that  it  imposed  a  tax  on  a  number  of  concerns  which 
wruld  have  been  less  heavily  taxed  had  the  invested  capital 
plan  been  used  alone. 
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The  new  test  of  excessiveness  of  profits  introduced  at  this 
time  was  copied  from  the  EngHsh  system.  Profits  in  the  tax- 
able year  were  compared  with  those  in  a  pre-war  period  and 
a  rate  of  80  per  cent  was  imposed  on  the  excess.  An  allowance 
of  10  per  cent  was  made  for  new  capital  or  surplus  accumulated 
since  191 3,  except  in  the  case  of  new  concerns  when  the 
allowance  for  new  capital  in  some  cases  is  more  than  10  per 
cent.  It  is  interesting  that  resort  to  the  English  plan  did  not 
take  place  until  five  years  after  the  expiration  of  the  pre-war 
period  and  not  until  the  English  themselves  were  on  the  point 
of  abandoning  it  because  it  had  grown  unfair  and  anomalous 
with  the  passage  of  time.  The  alternative  arrangement  under 
the  19 1 8  law  was  made  to  apply  for  one  year  only,  except  as 
to  profits  from  government  contracts. 

At  the  same  time  when  this  new  test  of  pre-war  earnings 
was  introduced,  the  rates  imposed  under  the  old  invested 
capital  standard  were  changed  and  made  30  and  65  per  cent. 
The  30  per  cent  rate  applied  to  the  profits  in  excess  of  the 
credit,  consisting  of  8  per  cent  of  invested  capital  plus  the 
specific  exemption  of  $3,000,  but  not  in  excess  of  20  per  cent 
of  the  invested  capital.  The  65  per  cent  rate  applied  to  profits 
above  20  per  cent  of  capital.  Congress  wrote  into  the  new  law 
the  'more  important  rulings  which  the  Treasury  had  evolved 
in  its  effort  to  make  the  191 7  law  reasonable  and  equitable. 
Non-taxable  securities  are  not  invariably  to  be  deemed  inad- 
missible assets.  The  allowance  to  corporations  of  full  deduc- 
tion' tinder  the  amended  income  tax  law  for  interest  paid 
eliminated  the  necessity  of  admitting  as  assets  the  portion  of 
borrowed  money  corresponding  to  the  interest  which  could 
not  be  deducted.  Full  deduction  was  allowed  of  the  "credits" 
even  though  the  sum  exhausted  the  amount  in  the  "first 
bracket"  and  carried  over  into  the  second. 

The  tax  became  effective  January  i,  19 18,  although  it  did 


"Except  in  so  far  as  the  interest  on  money  borrowed  for  the  pur- 
chase of  tax-exempt  securities  is  concerned.  In  this  case  the  1918 
law  makes  provision  for  the  admission  of  a  proportionate  amount  of 
assets.     [Section  325   (a).] 
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not  become  a  law  until  February  24,  19 19.  It  is  impossible 
adequately  to  express  one's  views  of  lawmakers  who  impose 
enormous  tax  burdens  as  of  a  date  fourteen  months  prior  to 
the  enactment  of  the  law. 

The  statute  for  1919. — The  law  as  it  applies  to  19 19  profits 
is  radically  different  from  the  19 18  schedule,  the  changes 
having  been  embodied  in  the  statute  itself  at  the  time  it  was 
passed.  In  the  first  place  the  alternative  plan  with  its  English 
test  of  pre-war  earnings  disappears  and  the  tax  is  once  more 
on  the  single  standard  of  invested  capital,  except  when  profits 
in  excess  of  $10,000  have  been  realized  from  government  con- 
tracts made  after  April_  5,  1917,  and  prior  to  November  12, 
191 8.  In  the  second  place,  the  rates  are  considerably  reduced, 
being  20  and  40  per  cent  instead  of  30  and  65  per  cent. 

Future  of  the  excess  profits  tax. — In  December,  19 19,  the 
Secretary  of  the  Treasury,  in  his  annual  report,*'  recommended 
the  elimination  or  reduction  of  the  excess  profits  tax  on  the 
grounds,  among  others,  that  it  "encourages  wasteful  expendi- 
ture, puts  a  premium  on  overcapitalization  and  a  penalty  on 
brains,  energy  and  enterprise,  discourages  new  ventures  and 
confirms  old  ventures  in  their  monopolies."  What  effect  this 
recommendation  will  have  upon  Congress  cannot  be  foretold. 
Such  great  pressure  is  being  brought  to  bear  by  business  men, 
however,  that  it  would  not  be  at  all  surprising  to  see  the  tax 
entirely  swept  away  in  the  near  future.  It  is  the  author's 
prophecy  that  1920  incomes  will  be  the  last  to  be  subject  to 
excess  profits  taxation. 

In  case  the  financial  problem  is  found  to  be  too  acute  to 
permit  the  elimination  of  profits  taxation,  it  is  imperative 
that  radical  changes  be  made  in  the  19 18  law.  If  this  measure 
must  be  accepted  as  a  part  of  our  peace-time  financial  system, 
the  rates,  in  the  first  place,  should  be  further  decreased.  More- 
over, if  the  excess  profits  credit  of  8  per  cent  could  be  in- 

•Page  23. 
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creased  to  a  slightly  higher  figure,  many  of  the  difficulties 
of  the  present  situation  would  disappear.  In  any  case  some 
body  similar  to  the  British  Board  of  Referees  should  be  estab- 
lished with  power  to  increase  the  statutory  percentage  on  in- 
vested capital  in  the  case  of  those  entire  industries  in  which 
the  element  of  risk  is  abnormally  large.  Some  solution  must 
be  reached  also  of  the  problem  of  equalizing  matters  l^etween 
a  concern  which  has  been  able  to  have  its  goodwill  recognized 
as  invested  capital  and  one  which  has  no  goodwill  on  its 
books  or  receives  no  benefit  from  appreciation  in  land  or 
similar  values.  Perhaps  this  can  be  be  done  by  accepting 
assets  valued  as  of  March  i,  1913,  as  invested  capital. 
Finally  the  administration  must  be  ijieasurably  improved  in 
several  ways  by  securing  more  able  local  officers,  by  decen- 
tralizing the  assessment,  by  introducing  a  larger  degree  of 
certainty  into  assessments  and  by  providing  more  satisfac- 
tory facilities  for  appeals.  The  abolition  of  the  Advisory 
Tax  Board  appears  to  be  a  backward  step.  It  is  to  be  hoped 
that  some  such  organization  for  appeal  will  be  established  on 
a  permanent  basis  and  will  approach  its  work  in  the  spirit 
of  arbitration  rather  than  of  strict  literal  interpretation  of 
the  statute,  irrespective  of  its  spirit.  It  is  desirable  that  some 
satisfactory  system  of  local  appeals  be  arranged  also.  Here 
again  the  spirit  of  arbitration  should  be  introduced.  Centrali- 
zation of  assessment  and  appeal  in  Washington  cannot  be  justi- 
fied as  a  permanent  peace-time  administrative  organization. 

Is  incorporation  desirable? — It  is  hardly  worth  while  to 
estimate  the  relative  advantages  of  partnerships  and  corpora- 
tions in  the  future.  If  corporate  taxation  is  substantially 
reduced  it  is  probable  that  another  attempt  will  be  made  to 
tax  the  individual  stockholders  of  a  corporation  upon  undis- 
tributed profits.  If  some  practicable  method  of  taxing  undis- 
tributed profits  is  not  enacted  the  corporate  form  of  organiza- 
tion will  be  preferable,  unless  it  is  found  to  be  lawful  to  tax 
a  partnership  as  such  upon  the  same  basis  as  a  corporation. 


CHAPTER  II 

ADMINISTRATION  AND  APPLICATION  OF 
THE  LAW 

The  19 1 8  law  [section  1301  (d-ii)]  provides  for  a  board 
called  the  'Advisory  Tax  Board"  to  which  the  Commissioner 
of  his  own  motion  may  and,  on  request  of  a  taxpayer,  must 
submit  questions  relating  to  the  interpretation  or  administra- 
tion of  the  income  and  excess  profits  tax  laws.  The  Board  was 
appointed  in  March,  1919.  After  about  six  months'  service 
it  was  dissolved  on  October  i,  1919,  under  statutory  power 
of  the  Commissioner.  It  had  a  large  influence  in  the  interpre- 
tation of  and  procedure  under  the  new  law.  It  is  now  suc- 
ceeded by  the  ''Committee  of  Review  and  Appeal,"  ap- 
pointed by  the  Commissioner  from  the  official  personnel  of  the 
Treasury.^ 

Manner  of  assessment  and  payment. — The  law  provides 
that  the  taxes  imposed  by  the  provisions  of  the  excess  profits 
sections  shall  be  paid  at  the  same  times  and  places,  in  the 
same  manner  and  subject  to  the  same  conditions,  including 
penalties,  as  are  provided  in  the  case  of  corporation  income 
taxes. 

Law.  Section  336.  That  every  corporation,  not  exempt  under 
section  304,  shall  make  a  return  for  the  purposes  of  this  title.  Such 
returns  shall  be  made,  and  the  taxes  imposed  by  this  title  shall  be 
paid,  at  the  same  times  and  places,  in  the  same  manner,  and  subject 
to  the  same  conditions,  as  is  provided  in  the  case  of  returns  and  pay- 
ment of  income  tax  by  corporations  for  the  purposes  of  Title  II, 
and  all  the  provisions  of  that  title  not  inapplicable,  including  pen- 
alties, are  hereby  made  applicable  to  the  taxes  imposed  by  this  title. 


^For  a  full  discussion  of  the  Advisory  Tax  Board  and  the  Com- 
mittee of  Review  and  Appeal,  see  Income  Tax  Procedure,  1920,  page 
159. 
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Regulations  and  rulings.— The  administration  of  the  ex- 
cess profits  tax  law  is  governed  by  Regulations  45  and  by 
other  rulings  issued  from  time  to  time  by  the  Treasury,  Since 
the  issue  of  the  revision  of  Regulations  45,  dated  April  17, 
1919,  there  have  been  a  number  of  amendments  thereof,  and 
additional  articles  have  been  inserted. 

Types  of  Corporations  Liable  to  the  Tax 

The  1918  law  imposes  the  excess  profits  and  war  profits 
taxes  only  on  corporations.  However,  several  forms  of  busi- 
ness organization  besides  actual  corporations  are  included  by 
the  act  in  the  term  "corporation"  and  consequently  are  taxable 
as  corporations. 

Law.  Section  i The  term  "corporation"  includes  asso- 
ciations, joint-stock  companies,  and  insurance  companies; 

Foreign  corporations  are  taxable  upon  the  net  income  de- 
rived from  invested  capital  used  or  employed  within  the 
United  States  and  are  not  entitled  to  the  $3,000  exemption. 

Personal  service  corporations  are  subject  to  the  full  gradu- 
ated rates  of  the  excess  profits  tax  if  50  per  cent  or  more 
of  their  net  income  is  derived  from  government  contracts. 

The  following  classes  of  organizations  are  treated  as  cor- 
porations for  the  purposes  of  the  excess  profits  tax:  Penn- 
sylvania limited  partnerships,  Michigan  partnership  associa- 
tions, Massachusetts  trusts,^  all  other  limited  partnerships 
whose  status  is  doubtful  unless  they  submit  satisfactory  evi- 
dence that  they  should  not  be  so  treated.  The  following  or- 
ganizations are  not  treated  as  corporations :  New  York,  Michi- 
gan and  Illinois  limited  partnerships,  California  special  part- 
nerships, joint  adventures. 


"See  Crocker  v.  Malley,  Collector,  249  U.  S.  223.  In  this  case  the 
question  was  whether  distributions  to  the  shareholders  of  a  certain 
"Massachusetts  trust"  were  taxable  as  dividends.  The  Supreme  Court 
held  that  the  trust  was  not  to  be  classed  as  a  corporation  but  as  a 
trust  in  the  ordinary  sdnse.  The  trust  in  question,  however,  existed 
for  the  purpose  of  liquidating  certain  property  and  only  incidentally 
for  carrying  on  business,  and  the  shareholders  had  no  direct  control 
of  the  choice  of  trustees. 
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Limited  partnerships  as  corporations. — 

Regulations If,  however,  the  cestuis  que  trust  have  a 

voice  in  the  conduct  of  the  business  of  the  trust,  whether  through 
the  right  periodically  to  elect  trustees  or  otherwise,  the  trust  is  an 
association  within  the  meaning  of  the  statute.      (Art.  1504.) 

....  limited  partnerships  of  the  type  of  partnerships  with  lim- 
ited liability  or  partnership  associations  authorized  by  the  statutes 
of  Pennsylvania  and  of  a  few  other  States  are  only  nominally  part- 
nerships. Such  so-called  limited  partnerships,  offering  opportunity 
for  limiting  the  liability  of  all  the  members,  providing  for  the  trans- 
ferability of  partnership  shares,  and  capable  of  holding  real  estate 
and  bringing  suit  in  the  common  name,  are  more  truly  corporations 
than  partnerships  and  must  make  returns  of  income  and  pay  the 
tax  as  corporations.  The  income  received  by  the  members  out  of 
the  earnings  of  such  limited  partnerships  will  be  treated  in  their 
personal  returns  in  the  same  manner  as  distributions  on  the  stock 
of  corporations.  In  all  doubtful  cases  limited  partnerships  will  be 
treated  as  corporations  unless  they  submit  satisfactory  proof  that 
they  are  not  in  effect  so  organized.  A  Michigan  partnership  associa- 
tion is  a  corporation.  Such  a  corporation  may  or  may  not  be  a  per- 
sonal service  corporation.  (Art.  1506,  as  amended  by  T.  D.  2943, 
signed  by  Commissioner  Daniel  C.  Roper,  and  dated  November  6, 
1919-) 

Joint  ownership  and  adventure  associations  as  corpora- 
tions.— 

Regulation.  Joint  investment  in  and  ownership  of  real  and 
personal  property  not  used  in  the  operation  of  any  trade  or  business 
and  not  covered  by  any  partnership  agreement  does  not  constitute 
a  partnership.  Co-owners  of  oil  lands  engaged  in  the  joint  enter- 
prise of  developing  the  property  through  a  common  agent  are  not 
necessarily  partners.  In  the  absence  of  special  facts  affirmatively 
showing  an  association  or  partnership,  where  a  vessel  is  owned  by 
several  individuals  and  operated  by  a  managing  owner  or  agent  for 
the  account  of  all,  the  relation  does  not  constitute  either  a  joint- 
stock  association  or  a  partnership.  The  participation  of  two  United 
States  corporations  in  a  joint  enterprise  or  adventure  does  not  con- 
stitute them  partners.     (Art.   1507.) 

Transportation  systems  subject  to  the  tax. — 

Law.  Section  301.  (e)  For  the  purposes  of  the  Act  approved 
March  21,  1918,  entitled  "An  Act  to  provide  for  the  operation  of 
transportation  systems  while  under  Federal  control,  for  the  just 
compensation  of  their  owners,  and  for  other  purposes,"  the  tax  im- 
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posed  by  this  title  shall  be  treated  as  levied  by  an  Act  in  amendment 
of  Title  II  of  the  Revenue  Act  of  1917. 

Regulation.  The  Act  to  provide  for  the  operation  of  trans- 
portation systems  while  under  federal  control,  for  the  just  compen- 
sation of  their  owners,  and  for  other  purposes,  of  March  21,  1918, 
authorizes  the  President  to  agree  with  carriers  for  their  just  com- 
pensation and  provides: 

"Every  such  agreement  shall  provide  that  any  federal  taxes  under 
the  Act  of  October  third,  nineteen  hundred  and  seventeen,  or  Acts 
in  addition  thereto  or  in  amendment  thereof,  commonly  called  war 
taxes,  assessed  for  the  period  of  federal  control  beginning  January 
first,  nineteen  hundred  and  eighteen,  or  any  part  of  such  period,  shall 
be  paid  by  the  carrier  out  of  its  own  funds,  or  shall  be  charged 
against  or  deducted  from  the  just  compensation ;  that  other  taxes 
assessed  under  federal  or  any  other  governmental  authority 
for  the  period  of  federal  control  or  any  part  thereof,  either  on  the 
property  used  under  such  federal  control  or  on  the  right  to  operate 
as  a  carrier,  or  on  the  revenues  or  any  part  thereof  derived  from 
operation  (not  including,  however,  assessments  for  public  improve- 
ments or  taxes  assessed  on  property  under  construction,  and  charge- 
able under  the  classification  of  the  Interstate  Commerce  Commis- 
sion to  investment  in  road  and  equipment),  shall  be  paid  out  of  reve- 
nues derived  from  railway  operations  while  under  federal  control; 
that  all  taxes  assessed  under  federal  or  any  other  governmental  au- 
thority for  the  period  prior  to  January  first,  nineteen  hundred  and 
eighteen,  whenever  levied  or  payable,  shall  be  paid  by  the  carrier 
out  of  its  own  funds,  or  shall  be  charged  against  or  deducted  from 
the  just  compensation."     (Art.  504.) 


[Former  Procedure] 

Individuals  and  partnerships. — The  191 7  law  imposed  the  excess 
profits  tax  upon,  individuals  and  partnerships  as  well  as  upon  corpora- 
tions. The  procedure  under  the  1917  law  was  greatly  modified  by 
the  1918  law  which  aflfects  corporations  only. 

Individuals  in  "trade  or  business"  were  subject  to  the  graduated 
rates  of  tax.  Individuals  deriving  their  income  from  professions, 
salaries  and  other  personal  services  were  subject  to  a  rate  of  8  per 
cent   (section  209.) 

Regulation.  "In  the  case  of  an  individual,  the  terms  'trade,'  'busi- 
ness,' and  'trade  or  business'  comprehend  all  his  activities  for  gain,  profit, 
or  livelihood,  entered  into  with  sufficient  frequency,  or  occupying  such 
portion  of  his  time  or  attention  as  to  constitute  a  vocation,  including 
occupations  and  professions.  When  such  activities  constitute  a  vocation 
they  shall  be  construed  to  be  a  trade  or  business  whether  continuously 
carried  on  during  the  taxable  year  or  not,  and  all  the  income  arising 
therefrom  shall  be  included  in  his  return  for  excess  profits  tax. 

"In  the  following  cases  the  gain  or  income  is  not  subject  to  excess 
profits  tax,  and  the  capital  from  which  such  gain  or  income  is  derived 
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shall  not  be  included  in  'invested  capital' :  (a)  gains  or  profits  from 
transactions  entered  into  for  profit,  but  which  are  isolated,  incidental,  or  so 
infrequent  as  not  to  constitute  an  occupation,  anid  (b)  the  income  from 
property  arising  merely  from  its  ownership,  including  interest,  rent,  and 
similaf  income  from  investments  except  in  those  cases  in  which  the 
management  of  such  investments  really  constitutes  a  trade  or  business." 
(Reg.  41.  1918.  Art.  8.) 

There  have  been  many  rulings  defining  "trade  or  business."  Trans- 
actions which  were  obviously  isolated  were  held  not  to  be  subject  to  the 
tax.  On  the  other  hand  the  tax  has  been  imposed  in  cases  which  the  law 
was  not  intended  to  cover.  The  author  has  been  informed  that  in  many 
cases  the  8  per  cent  tax  has  been  improperly  imposed  upon  individuals 
on  account  of  isolated  profits  from  underwritings  and  similar  investment 
transactions.  Taxpayers  should  bear  in  mind  that  when  an  assessment 
has  been  made  which  does  not  appear  to  conform  to  the  regulations,  an 
appeal  to  the  Commissioner  is  always  permissible. 


CHAPTER  III 

EXEMPTIONS 

All  individuals  and  partnerships  are  exempt  under  the 
1918  excess  profits  tax  law;  also  the  following  corporations: 

1.  Corporations  generally  which  are  not  organized  for 

profit.^ 

2.  Personal  service  corporations.^ 

3.  Corporations  whose  net  annual  income  is  less  than 

$3,000.^ 
4..    Corporations  engaged  in  gold  mining  so  far  as  their 
income  accrues  from  this  source.* 

The  exclusion  of  individuals  and  partnerships  from  the 
imposition  of  the  tax  marks  the  most  radical  departure  from 
the  191 7  law.^  It  might  seem  to  be  apparent  that  this  entire 
exemption  from  any  excess  profits  tax  would  in  every  case  be 
an  advantage  great  enough  to  throw  the  balance  in  favor  of 
the  individual  or  partnership  form  of  organization,  but  this 
does  not  take  into  account  the  advantage  possessed  by  the  cor- 
poration in  that  profits  are  not  subject  to  individual  surtaxes 
until  distributed.  Partnerships  are  exempt  from  the  excess 
profits  tax,  but  the  members  of  the  partnership  are  subject  to 


'Section  231. 

'Section  200. 

'Section  304  (b). 

^Section  304  (c). 

'[Former  Procedure]  Under  the  191 7  law  the  only  exemptions 
were:  corporations  not  organized  for  profit;  "weekly-payment"  insur- 
ance companies;  officers  of  the  state  and  federal  governments  (except 
congressmen);  individuals  and  partnerships  with  net  income  of  less 
than  $6,000  and  domestic  corporations  with  net  income  of  less  than 
$3,000.  Foreign  corporations  and  partnerships  and  non-resident  alien 
individuals  were  not  entitled  to  the  specific  exemption  of  $3,000  and 
$6,000,  nor  to  any  exemption  whatever  except  that  the  tax  was  not 
imposed  at  all  unless  the  net  income  from  sources  within  the  United 
States  exceeded  $3,000.  (Sections  202  and  203.)  If  the  net  income 
exceeded  $3,000,  the  tax  was  imposed  on  the  entire  net  income  and  at 
the  8  per  cent  rate  or  the  graduated  rates,  depending  on  the  status  of 
the  taxpayer. 

14 
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the  income  tax  on  their  distributive  shares  of  the  partnership 
earnings  whether  distributed  or  not.  When  the  earnings  are 
large  the  surtaxes  are  correspondingly  large.  Corporations  are 
subject  to  excess  profits  taxes  but  only  to  10  per  cent  income 
tax  on  the  net  income  remaining  after  excess  profits  taxes  are 
deducted. 

On  January  14,  19 19,  a  delegation  from  large  partnerships 
conferred  with  the  conference  committee  and  complained  that 
there  was  discrimination  against  partnerships  and  asked  that 
the  bill  be  amended  so  that  partnerships  might  elect  to  be  taxed 
as  corporations.^ 

The  inference  sometimes  drawn  that  only  10  per  cent  in- 
come tax  (because  that  is  the  1919  rate)  will  be  paid  on  cor- 
poration earnings  is  erroneous.  At  least  part  of  19 19  cor- 
porate earnings  will  hereafter  be  distributed  in  cash  dividends, 
and  in  the  case  of  some  corporations  a  large  proportion  will  be 
distributed.  If  so,  stockholders  will  be  compelled  to  pay  the 
high  rates  of  surtax  which  will  be  in  force  for  many  years. 
The  advantage  of  the  corporation  over  the  partnership  rests 
upon  its  ability  to  hold  its  surplus  undistributed. 

Corporations  not  organized  for  profit  are  exempt. — 

Law.  Section  304.  (a)  That  the  corporations  enumerated  in 
section  231  shall,  to  the  extent  that  they  are  exempt  from  income  tax 
under  Title  II,  be  exempt  from  taxation  under  this  title. 

Law.  Section  231.  That  the  following  organizations  shall  be 
exempt  from  taxation  under  this  title — 

(i)  Labor,  agricultural,  or  horticultural  organizations; 

(2)  Mutual  savings  banks  not  having  a  capital  stock  represented 
by  shares; 

(3)  Fraternal  beneficiary  societies,  orders,  or  associations,  (a) 
operating  under  the  lodge  system  or  for  the  exclusive  benefit  of  the 
members  of  a  fraternity  itself  operating  under  the  lodge  system,  and 
(b)  providing'  for  the  payment  of  life,  sick,  accident,  or  other  ben- 


*The  conference  bore  fruit,  as  will  be  seen  by  reference  to  section 
330  which  provides  that  at  any  time  prior  to  July  i,  1919,  a  partnership 
might  incorporate  and  be  taxed  as  a  corporation  back  to  January  i, 
1918.  There  are  numerous  conditions  attached  to  such  reorganization. 
(See  Chapter  XVI.) 
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efits  to  the  members  of  such  society,  order,  or  association  or  their 
dependents ; 

(4)  Domestic  building  and  loan  associations  and  cooperative 
banks  without  capital  stock  organized  and  operated  for  mutual  pur- 
poses and  without  profit; 

(5)  Cemetery  companies  owned  and  operated  exclusively  for  the 
benefit  of  their  members; 

(6)  Corporations  organized  and  operated  exclusively  for  relig- 
ious, charitable,  scientific,  or  educational  purposes,  or  for  the  pre- 
vention of  cruelty  to  children  or  animals,  no  part  of  the  net  earnings 
of  which  inures  to  the  benefit  of  any  private  stockholder  or  indi- 
vidual ; 

(7)  Business  leagues,  chambers  of  commerce,  or  boards  of  trade, 
not  organized  for  profit  and  no  part  of  the  net  earnings  of  which 
inures  to  the  benefit  of  any  private  stockholder  or  individual; 

(8)  Civic  leagues  or  organizations  not  organized  for  profit  but 
operated  exclusively  for  the  promotion  of  social  welfare; 

(9)  Clubs  organized  and  operated  exclusively  for  pleasure, 
recreation,  and  other  nonprofitable  purposes,  no  part  of  the  net  earn- 
ings of  which  inures  to  the  benefit  of  any  private  stockholder  or 
member; 

(10)  Farmers'  or  other  mutual  hail,  cyclone,  or  fire  insurance 
companies,  mutual  ditch  or  irrigation  companies,  mutual  or  coopera- 
tive telephone  companies,  or  like  organizations  of  a  purely  local 
character,  the  income  of  which  consists  solely  of  assessments,  dues, 
and  fees  collected  from  members  for  the  sole  purpose  of  meeting 
expenses; 

(11)  Farmers',  fruit  growers',  or  like  associations,  organized  and 
operated  as  sales  agents  for  the  purpose  of  marketing  the  products 
of  members  and  turning  back  to  them  the  proceeds  of  sales,  less  the 
necessary  selling  expenses,  on  the  basis  of  the  quantity  of  produce 
furnished  by  them ; 

(12)  Corporations  organized  for  the  exclusive  purpose  of  hold- 
ing title  to  property,  collecting  income  therefrom,  and  turning  over 
the  entire  amount  thereof,  less  expenses,  to  an  organization  which 
itself  is  exempt  from  the  tax  imposed  by  this  title; 

(13)  Federal  land  banks  and  national  farm-loan  associations  as 
provided  in  section  26  of  the  Act  approved  July  17,  1916,  entitled 
"An  Act  to  provide  capital  for  agricultural  development,  to  create 
standard  forms  of  investment  based  upon  farm  mortgage,  to  equalize 
rates  of  interest  upon  farm  loans,  to  furnish  a  market  for  United 
States  bonds,  to  create  Government  depositaries  and  financial  agents 
for  the  United  States,  and  for  other  purposes"; 

Personal  service  corporations. — Corporations  described  as 
"personal  service  corporations,"  that  is,  those  "whose  income 
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is  to  be  ascribed  primarily  to  the  activities  of  the  principal 
owners  or  stockholders  who  are  themselves  regularly  engaged 
in  the  active  conduct  of  the  affairs  of  the  corporation  and  in 
which  capital  (whether  invested  or  borrowed)  is  not  a  ma- 
terial income-producing  factor,"^  are  not  subject  to  any  excess 
profits  tax,  unless  such  corporations  also  engage  to  some  ex- 
tent in  business  which  requires  the  employment  of  capital.* 

Exemption  depends  on  ""personal  activities." — In 
order  to  secure  exemption  from  the  excess  profits  tax  it  must 
be  shown  affirmatively  that  a  corporation's  earnings  are  pri- 
marily due  to  the  activities  of  the  principal  stockholders.  If 
the  corporation  has  in  fact  substantial  capital  it  cannot  qualify 
as  a  personal  service  corporation  even  though  its  prosperity 
would  appear  to  be  due  to  the  personal  activities  of  the  owners 
(stockholders)  of  the  business.  If  there  is  substantial  in- 
vested capital  the  credits  or  exemptions  are  supposed  to  pro- 
vide equitable  relief.    As  Senator  Simmons  has  said  :® 

Where  the  income  is  not  derived  from  capital,  but  is  derived 
from  the  personal  exertions  of  the  principal  owners  of  the  corpora- 
tion, there  can  .be  no  exemption  based  upon  invested  capital. 

Part  exemption  when  services  from  personal  ac- 
tivities CAN  BE  segregated. — The  law  provides  that  when 
part  of  the  earnings  of  a  corporation  is  derived  from  trans- 
actions in  which  the  use  of  capital  is  necessary  and  part  (at 
least  30  per  cent)  of  the  earnings  of  the  same  corporation  is 
derived  from  transactions  carried  on  by  another  branch  of 
the  corporation  in  which  the  use  of  capital  is  not  necessary, 
the  earnings  from  the  latter  or  "personal  activity"  part  of  the 
business  may  be  deducted  from  the  earnings  as  a  whole  and  a 
calculation  may  be  made  which  will  result  in  a  tax  lower  than 
if  the  segregation  were  not  made.^° 


'For  a  complete  definition  of  a  personal  service  corporation,  see 
Income  Tax  Procedure,  1920,  page  514. 
*See  section  231   (14). 

•February  11,  1919,  Congressional  Record,  page  3777. 
"See  page  65. 
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Net  income  less  than  $3,000  for  a  full  year  not  taxable. — 

Law.  Section  304.  (b)  Any  corporation  whose  net  income  for 
the  taxable  year  is  less  than  $3,000  shall  be  exempt  from  taxation 
under  this  title. 

In  calculating  the  tax  there  is  a  specific  exemption  of 
$3,000.  Section  336  provides  that  every  corporation  unless 
exempt  under  section  304  shall  make  a  return.  This  section 
states  that  a  corporation  whose  net  income  is  less  than  $3,000 
is  not  subject  to  the  excess  profits  tax.  Consequently  it  need 
compile  only  that  part  which  refers  to  the  income  tax. 

Regulation.  A  corporation  whose  net  income  for  a  full  taxable 
year  of  twelve  months  is  less  than  $3,000  is  exempt  from  the  tax. 
If  the  taxable  period  is  less  than  twelve  months  the  corporation  is 
exempt  from  the  tax  if  its  net  income  for  the  period  is  less  than 
the  same  proportion  of  $3,000  as  the  number  of  months  in  the  period 
is  of  twelve  months,  any  fractional  part  of  a  month  being  counted 

as  the  number  of  days  in  such  part  of  a  month  divided  by  30 

(Art.  751.) 

Limited  partnerships  which  are  not  subject  to  the  tax. — 

Regulation.  So-called  limited  partnerships  of  the  type  author- 
ized by  the  statutes  of  New  York  and  most  of  the  States  are  partner- 
ships and  not  corporations  within  the  meaning  of  the  statute.  Such 
limited  partnerships,  which  can  not  limit  the  liability  of  the  general 
partners,  although  the  special  partners  enjoy  limited  liability  so  long 
as  they  observe  the  statutory  conditions,  which  are  dissolved  by  the 
death  or  attempted  transfer  of  the  interest  of  a  general  partner,  and 
which  can  not  take  real  estate  or  sue  in  the  partnership  name,  are 
so  like  common  law  partnerships  as  to  render  impracticable  any  dif- 
ferentiation in  their  treatment  for  tax  purposes.  Michigan  and  Illi- 
nois limited  partnerships  are  partnerships.  A  California  special 
partnership  is  a  partnership.     (Art.   1505.) 

"Trusts"  which  are  not  subject  to  the  tax. — 

Regulation.  Where  trustees  hold  real  estate  subject  to  a  lease 
and  collect  the  rents,  doing  no  business  other  than  distributing  the 
income  less  taxes  and  similar  expenses  to  the  holders  of  their  re- 
ceipt certificates,  who  have  no  control  except  the  right  of  filling  a 
vacancy  among  the  trustees  and  of  consenting  to  a  modification  of 
the  terms  of  the  trust,  no  association  exists  and  the  cestuis  que 
trust  are  liable  to  tax  as  beneficiaries  of  a  trust  the  income  of  which 
is  to  be  distributed  periodically,  whether  or  not  at  regular  intervals. 
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But  in  such  a  trust  if  the  trustees  pursuant  to  the  terms  thereof  have 
the  right  to  hold  the  income  for  future  distribution,  the  net  income 

is  taxed  to  the  trustees  instead  of  to  the  beneficiaries (Art. 

1504-) 

Gold  mining  income  is  exempt. — 

Law.  Section  304.  (c)  In  the  case  of  any  corporation  engaged 
in  the  mining  of  gold,  the  portion  of  the  net  income  derived  from  the 
mining  of  gold  shall  be  exempt  from  the  tax  imposed  by  this  title, 
and  the  tax  on.  the  remaining  portion  of  the  net  income  shall  be  the 
proportion  of  a  tax  computed  without  the  benefit  of  this  subdivision 
which  such  remaining  portion  of  the  net  income  bears  to  the  entire 
net  income. 

This  provision  was  inserted  in  the  law  to  stimulate  the  pro- 
duction of  gold.     Because  of  high  labor  and  other  costs  the  U. 
gold  mining  industry  was  greatly  depressed  during  the  war.   It 
was  believed  that  the  industry  would  be  encouraged  if  net 


O 


>- 

income  derived  from  the  mining  of  gold  were  exempt  from  QC 

the  excess  profits  tax.  q_ 

If  the  net  income  of  a  gold  mining  company  arises  partly 
from  other  sources,  the  income  thus  derived  is  subject  to  the 
tax. 

Regulation.  Whenever  it  is  necessary  to  determine  the  por- 
tion of  the  net  income  derived  from  or  attributable  to  a  particular 
source,  the  corporation  shall  allocate  to  the  gross  income  derived 
from  such  source,  and  to  the  gross  income  derived  from  each  other 
source,  the  expenses,  losses  and  other  deductions  properly  apper- 
taining thereto,  and  shall  apply  any  general  expenses,  losses  and  de- 
ductions (which  can  not  properly  be  otherwise  apportioned)  ratably 
to  the  gross  income  from  all  sources.  The  gross  income  derived 
from  a  particular  source,  less  the  deductions  properly  appertaining 
thereto  and  less  its  proportion  of  any  general  deductions,  shall  be 
the  net  income  derived  from  such  source (Art.  715.) 

The  method  of  allocation  of  general  expenses,  losses  and 
deductions  indicated  in  this  article  will  frequently  not  give 
the  true  net  income  from  the  different  sources.  If  the  taxpayer 
can  more  accurately  allocate  such  general  charges  on  the  basis 
of  direct  costs  of  the  different  sources  of  income  or  otherwise 
it  should  do  so  in  computing  its  income  from  gold  mining. 


< 

Pi 

On 


< 

Q 

1^ 

Z 

q 

W 

h-i 

hJ 

o 

< 

o 

u 

'^ 

c^ 

o 

o 

P!i 

fc 

Hh 

>< 

CO 

1— 1 

< 

W 

o 
u 


^    r 
W    ^ 
U    O 

X 
O 

o 
t— t 

< 
H 
P 

;^ 
o 

u 


CO 

^s. 


tub 

Pi 


H 
•J 
O 

K    ■ 

Wt-Hh 


.y  « 

0)  *-' 

9  « 
•2  6 

o 
t-i  ^« 

O.  at 
■(-) 

4)    O 


>>  u 

>   <U 

be  C 

^2 
-^  o 

S  ** 

"^  B 

^2 

ii  -^   . 

C   (u   rt 

O   o. 
OCX 

C   <u   o 


cd 

"5. 

OB 

-^  8 


o  o 


o  o 

o 

o  o 

o 

o  o 

o 

o  o 

o 

o  o 

() 

00   rn 

«©■ 

o 


X 


o 


n 


tti 


v,0  "■' 

oPC/3 


•a 

O 

i; 

(/) 

> 

o 

C 

Ph 

o 

en 

NX 

4J 

as  y 

X 

.^ 

W 

o 

r^ 

n 

■« 

N 

--) 

&§ 


o      o 


>     > 


o 

1    o  o 

o  o 

o 

8 

o 

o  o 

o  o 

o 

d 

d  d 

d  d 

d 

lA 

o 

o  o 

o  o 

o 

N 

00 

o  o 

°  o. 

o 

•^ 

c> 

ind 

lO  I'l 

d 

vO* 

r'l  N 

~    N 

■+ 

€»   II     «& 

a& 

«» 

«e- 

o 

o 

o 

o 

o 

o 

o 

o 

o 

o 

o 

o 

m 

fl©- 

w 

o 
< 

z  ^ 

tt      - 


a 


&5 

o 


o 


tC 

+J    o 

o 

U    M 

Ih 

a. 

3    ° 

S-^ 

o 

.-9-f^ 

t-  +-- 

W 

o  '^ 


■2-= 
•3-S 

2-0 


^6 


^►it 


o 
» 
o 

■»-> 

o 
o 
o 


o  >, 
u  cd 

.s  •^ 


2a; 

MS 

2  « 
1^ 


I-,  goo 


4> 


00 


I" 

Pi 


20 


EXEMPTIONS  21 


[Former  Procedure] 

Profits  which  were  not  subject  to  1917  excess  profits  tax.— 
Under  the  1918  law  little  difficulty  will  be  experienced  in  deciding 
whether  or  not  profits  are  subject  to  the  excess  profits  tax,  because 
individuals  and  partnerships  are  not  subject  to  the  1918  law  and  cor- 
porations (exclusive  of  personal  service  corporations)  must  pay  on 
all  profits. 

Under  the  1917  law,  however,  the  question  was  a  very  live  one. 
The  law  did  not  intend  that  the  tax  should  be  imposed  on  any  but 
business  profits,  but  there  are  many  transactions  resulting  in  profits 
which  are  on  the  border  line  between  investment  profits  and  business 
profits. 

Investment  profits  in  turn  must  have  been  isolated  or  unusual  to 
escape  the  tax,  because  if  one  individual  had  a  number  of  transactions 
resulting  in  profits  and  losses  there  would  be  reasonable  ground  for 
claiming  that  he  was  in  the  business  in  which  such  transactions 
occurred,  and  the  burden  of  proof  might  be  thrown  on  him  to  prove 
that  he  was  not  a  dealer  in  securities. 

The  mere  number  of  transactions  would  not  be  sufficient  evi- 
dence to  prove  that  an  individual  was  in  business  during  1917,  because 
any  large  investor  might  buy  or  sell  stocks  or  bonds  or  real  estate 
frequently  throughout  the  year,  and  each  transaction  might  in  itself 
be  regarded  as  an  isolated  transaction. 

The  rulings  of  the  Treasury  on  this  subject  are: 

Ruling.  "A  school  teacher  buys  a  farm  upon  which  oil  is  discov- 
ered, and  sells  the  farm  at  a  large  profit.  Is  such  profit  subject  to 
excess  profits  tax? 

"Not  unless  the  teacher  is  also  a  farmer  or  buys  and  sells  real 
estate  with  sufficient  frequency  to  make  the  latter  one  of  his  occupa- 
tions. The  teacher  may  have  an  occupation  or  business  other  than  teach- 
ing the  profits  from  which  would  be  taxable,  but  if  he  buys  a  farm  sim- 
ply as  an  isolated  investment  and  does  not  run  it,  the  profits  from  its 
sale  would  not  be  subject  to  the  tax. 

"A  landlord  renting  a  large  farm  on  shares,  which  requires  con- 
siderable attention,  employs  an  agent  to  look  after  his  interest,  see  that 
the  farm  buildings  are  kept  in  good  repair,  collect  and  market  his  share 
of  the  crops,  etc.     Is  the  rental  taxable? 

"Yes;  at  the  graduated  rates.  The  landlord  is  engaged  in  business 
with  respect  to  the  farm  and  the  fact  that  he  employs  an  agent  to  look 
after  his  business  does  not  relieve  him  from  the  tax  nor  entitle  him  to  the 
8  per  cent  rate. 

"A  manufacturer  who  has  been  in  business  for  many  years  sells 
his  factory  at  a  considerable  profit.  Is  such  profit  subject  to  excess  profits 
tax? 

"Yes;  because  the  profit  in  this  and  similar  cases  is  a  normal  result 
of  winding  up  the  business ;  it  is  part  of  the  business.  On  the  other 
hand,  if  the  manufacturer  had  bought  a  farm  and  sold  it  at  a  profit,  the 
profit  would  not — if  the  transaction  were  isolated — ^be  taxable.  Profit 
from  an  isolated  transaction  outside  of  his  business  is  not  taxable.  Profit 
from  an  isolated  transaction  connected  with  his  business  is  taxable," 
{Excess  Profits  Tax  Primer,  1918,  questi'^ns  6,  n,  J2.) 


CHAPTER  IV 

RETURNS 

The  law  provides  that  every  corporation  not  exempt  from 
the  tax  shall  make  a  return  for  the  purpose  of  assessment  of 
the  excess  profits  tax.  In  practice,  however,  under  the  pro- 
cedure devised  by  the  Treasury,  a  single  return  is  made  includ- 
ing the  computation  of  both  income  and  excess  profits  taxes 
and  in  the  case  of  fiscal  year  returns  to  which  the  1918  rates 
are  still  applicable,  the  war  profits  tax. 

Returns  in  General 

Law.  Section  336.  That  every  corporation,  not  exempt  under 
section  304,  shall  make  a  return  for  the.  purposes  of  this  title.  Such 
returns  shall  be  made,  and  the  taxes  imposed  by  this  title  shall  be 
paid,  at  the  same  times  and  places,  in  the  same  manner,  and  subject 
to  the  same  conditions,  as  is  provided  in  the  case  of  returns  and 
payment  of  income  tax  by  corporations  for  the  purposes  of  Title  II 
[income  tax],  and  all  the  provisions  of  that  title  not  inapplicable, 
including  penalties,  are  hereby  made  applicable  to  the  taxes  imposed 
by  this  title.i 

Section  300 The  first  taxable  year  for  the  purposes  of 

this  title  [war  profits  and  excess  profits  tax]  shall  be  the  same  as 
the  first  taxable  year  for  the  purposes  of  the  income  tax 

Regulation.  Every  corporation,  domestic  or  foreign,  not  ex- 
empt under  section  304  of  the  statute  and  article  751,  shall  make  a 


'[Former  Procedure]  The  191 7  law  was  passed  October  3,  1917, 
but  as  forms  and  regulations  were  not  ready  promptly,  Jthe  time  for 
filing  was  extended  from  the  date  fixed  in  the  law  (March  i)  to 
April  I,  1918.     (T.  D.  2650,  February  9,  1918.) 

In  the  case  of  a  corporation  with  net  income  of  less  than  $3,000 
no  separate  excess  profits  tax  return  was  required,  as  the  income  tax 
return  indicated  to  the  Treasury  that  such  corporation  was  not  subject  to 
the  excess  profits  tax. 

Corporations  were  required  to  use  form  1 103. 

If  a  corporation  claimed  to  have  only  nominal  capital  or  if  it 
could  not  satisfactorily  determine  its  invested  capital,  it  was  required 
to  render  a  return  on  form  1103  in  order  to  show  as  far  as  practicable 
the  facts  necessary  for  actioni  on  its  claim  for  relief  under  section 
210. 

Foreign  corporations  with  net  income  of  $3,000  or  more  frota 
sources  within  the  United  States  were  required  to  make  a  returq,, 
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return  for  the  purpose  of  the  war  profits  and  excess  profits  tax  on 
form  1 120.  The  return  shall  be  made  and  the  tax  shall  be  paid  as 
provided  in  the  case  of  a  return  for  and  payment  of  the  income 
tax  by  corporations (Art.  961.) 

As  to  time  for  filing  returns  and  extension  of  time,  see 
Income  Tax  Procedure,  1920,  pages  62-69. 

As  to  penalties  for  failure  to  make  returns,  etc.,  see  In- 
come Tax  Procedure,  1920,  page  125,  et  seq. 

Details  not  required  when  no  taxable  income  shown. — 

Ruling.  "Where  computation  shows  that  a  corporation  has  no 
taxable  net  income  must  it  go  to  expense  of  preparing  and  filling 
out  the  schedules  relating  to  excess  profits,  war  profits  on  form 
1 120?  Is  answer  any  different  if  the  return  is  a  consolidated  re- 
turn?" 

In  reply  you  are  advised  that  corporations  which  have  no  taxable 
income  for  the  year  are  required  to  fill  out  only  Schedules  A  and  B 
and  the  schedules  in  support  thereof,  on  their  (separate  or  consoli- 
dated) corporate  income  tax  returns  (form  11 20),  and  are  not  re- 
quired to  furnish  the  other  information  called  for  on  these  returns. 
(Letter  to  Van  Vorst,  Marshall  &  Smith,  New  York,  N.  Y.,  signed 
by  J.  H.  Callan,  Assistant  to  the  Commissioner,  and  dated  March  24, 
1919.) 

In  returns  for  19 19,  corporations  will  only  be  required 
to  fill  out  schedules  A  and  M. 

When  pre-war  data  not  required. — 

Regulation.  Where  a  corporation  computes  its  war  profits 
credit  upon  the  basis  of  the  sum  of  (o)  the  specific  exemption  and 
(6)  an  amount  equal  to  10  per  cent  of  the  invested  capital  for  the 
taxable  year,  the  items  on  form  1120  which  relate  solely  to  the  net 
income  or  to  the  invested  capital  for  the  prewar  period  need  not  be 
filled  in.  Where  a  corporation  enters  on  its  return  a  war  profits 
and  excess  profits  tax  equal  to  the  amount  of  the  maximum  tax  de- 
termined under  section  302  of  the  statute,  the  items  on  form  1120 
which  relate  solely  to  the  net  income  for  the  prewar  period  and 
the  items  which  relate  to  the  invested  capital  for  the  prewar  period 
and  for  the  taxable  year  need  not  be  filled  in The  Com- 
missioner may  at  any  time  specifically  call  for  all  or  any  part  of 
the  information  which  under  this  article  is  not  required  to  be  entered 
on  the  return.  In  any  case,  however,  where  a  claim  is  made  under 
sections  327  and  328  of  the  statute,  other  than  in  the  case  of  a 
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foreign  corporation,  the  corporation  should  fill  out  all  items  of  the 
return  so  far  as  possible  and  submit  a  statement  explaining  why  it 
is  impracticable  to  fill  out  the  entire  return.     (Art.  962.) 

This  regulation  refers  only  to  1919  returns  which  disclose 
income  taxable  at  the  19 18  rates  (from  government  contracts) 
and  to  corporations  with  fiscal  years  ending  in  1919. 

Returns  covering  parts  of  1918  and  1919.^ — 
Law.     Section   335.     (b)   If  a  corporation  makes  return  for  a 
fiscal  year  beginning  in  igi8  and  ending  in  igig,  the     tax  for  such 
fiscal  year  under  this  title  shall  be  the  sum  of:     (i)  the  same  pro- 
portion of  a  tax  for  the  entire  period  computed  under  subdivision 


'[Former  Procedure] 

Returns  covering  parts  of  191 7  and  1918. — When  a  fiscal  year 
began  in  1917  return  must  be  made  on  the  basis  of  laws  of  1917  and 
1918. 

Law.  Section  335.  "(a)  That  if  a  corporation  (other  than  a  per- 
sonal service  corporation)  makes  return  for  a  fiscal  year  beginning  in 
1917  and  ending  in  1918,  the  tax  for  the  first  taxable  year  under  this 
title  shall  be  the  sum  of:  (i)  the  same  proportion  of  a  tax  for  the 
entire  period  computed  under  Title  II  of  the  Revenue  Act  of  1917 
which  the  portion  of  such  period  falling  within  the  calendar  year 
1917  is  of  the  entire  period,  and  (2)  the  same  proportion  of  a  tax  for 
the  entire  period  computed  under  this  title  at  the  rates  specified  in 
subdivision  (a)  of  section  301  [the  1918  rates]  which  the  portion  of 
such  period  falling  within  the  calendar  year  1918  is  of  the  entire 
period.  Any  amount  heretofore  or  hereafter  paid  on  account  of  the 
tax  imposed  for  such  fiscal  year  by  Title  II  of  the  Revenue  Act  of 
1917  [the  1917  rates]  shall  be  credited  toward  the  payment  of  the 
tax  imposed  for  such  fiscal  year  by  this  title,  and  if  the  amount  so 
paid  exceeds  the  amount  of  the  tax  imposed  by  this  title,  the  excess 
shall  be  credited  or  refunded  to  the  corporation  in  accordance  with 
the  provisions  of  section  252."  [Refunds.  See  Income  Tax  Procedure, 
1920,  page  205.] 

The  tax  under  this  provision  should  be  computed  on  the  same 
basis  as  the  income  tax.     (See  Income  Tax  Procedure,  1920,  page   144.) 

Regulation.  "The  method  provided  for  computing  the  tax  for  a 
fiscal  year  beginning  in  1917  and  ending  in  1918  is  as  follows :  (o)  the 
tax  attributable  to  the  calendar  year  1917  is  found  by  computing  the  in- 
come of  the  taxpayer  and  the  tax  thereon  in  accordance  with  Title  II  of 
the  Revenue  Act  of  1917  as  if  the  fiscal  year  was  the  calendar  year  1917, 
and  determining  the  proportion  of  such  tax  which  the  number  of  months 
falling  within  the  calendar  year  1917  is  of  the  number  of  months  in 
the  entire  period;  (b)  the  tax  attributable  to  the  calendar  year  1918  is 
found  by  computing  the  income  of  the  taxpayer  and  the  tax  thereon  in 
accordance  with  the  present  statute  as  if  the  fiscal  year  was  the  calendar 
year  1918,  and  determining  the  proportion  of  such  tax  which  the  number 
of  months  falling  within  the  calendar  year  is  of  the  number  of  months  in 
the  entire  period;  and  (c)  the  tax  for  the  fiscal  year  is  found  by  adding 
the  tax  attributable  to  the  calendar  year  1917  and  the  tax  attributable  to 
the  calendar  year  1918."     (Art.  952.) 
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(a)  of  section  301  which  the  portion  of  such  period  falling  within 
the  calendar  year  1918  is  of  the  entire  period,  and  (2)  the  same  pro- 
portion of  a  tax  for  the  entire  period  computed  under  subdivision  (b) 
or  (c)  of  section  301  which  the  portion  of  such  period  falling  within 
the  calendar  year  igig  is  of  the  entire  period. 

Regulation.  The  method  provided  for  computing  the  tax  for  a 
fiscal  year  beginning  in  1918  and  ending  in  1919  is  as  follows:  (o) 
the  tax  attributable  to  the  calendar  year  1918  is  found  by  computing 
the  income  of  the  taxpayer  and  the  tax  thereon  in  accordance  with 
the  statute  as  if  the  fiscal  year  was  the  calendar  year  1918,  and 
determining  the  proportion  of  such  tax  which  the  number  of  months 
falling  within  the  calendar  year  1918  is  of  the  number  of  months 
in  the  entire  period;  (b)  the  tax  attributable  to  the  calendar  year 
1919  is  found  by  computing  the  income  of  the  taxpayer  and  the  tax 
thereon  in  accordance  with  the  statute  as  if  the  fiscal  year  was  the 
calendar  year  1919,  and  determining  the  proportion  of  such  tax  which 
the  number  of  months  falling  within  the  calendar  year  1919  is  of 
the  number  of  months  in  the  entire  period;  and  (c)  the  tax  for  the 
fiscal  year  is  found  by  adding  the  tax  attributable  to  the  calendar 

year  1918  and  the  tax  attributable  to  the  calendar  year  1919 

(Art.  954.) 

Balance  sheets  required. — The  determination  of  invested 
capital  requires  accurate  balance  sheets  for  the  beginning 
and  end  of  the  taxable  year.  The  tax  return  for  corporations, 
form  1 120,  schedule  K,  calls  for  balance  sheets  at  beginning 
and  end  of  the  year,  in  accordance  with  the  books,  or  if  not 
in  accordance  therewith  a  statement  which  reconciles  the  dif- 
ferences  between  the  books  and  the  returns. 

Return  for  period  of  less  than  twelve  months. — There  are 
three  classes  of  cases  in  which  the  excess  profits  tax  is  com- 
puted for  a  period  of  less  than  a  full  year,  as  follows : 

1.  When  the  corporation  has  not  been  in  existence  for 

a  full  year  at  the  end  of  its  first  fiscal  year  or  is 
dissolved  during  a  fiscal  year. 

2.  When  the  fiscal  year  is  changed  and  a  return  must 

be  made  for  part  of  the  new  fiscal  year. 

3.  When  the  fiscal  year  falls  within  two  calendar  years 

to  which  different  rates  apply. 
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In  the  first  two  cases  the  tax  is  imposed  on  the  whole  net 
income  of  the  taxable  period  covered  by  the  return,  but  the 
$3,000  exemption,  the  excess  profits  and  war  profits  credits 
and  the  invested  capital  must  be  reduced  to  such  proportion 
of  the  amount  for  a  full  year  as  the  period  covered  by  the  re- 
turn is  of  twelve  months.  Consequently  a  return  covering 
the  excess  profits  tax  is  required  although  the  net  income  is 
less  than  $3,000,  if  it  is  in  excess  of  such  proportion  of  $3,000 
as  the  period  covered  by  the  return  is  of  twelve  months.^ 

Law.  Section  305.  That  if  a  tax  is  computed  under  this  title 
for  a  period  of  less  than  twelve  months,  the  specific  exemption  of 
$3,000,  wherever  referred  to  in  this  title,  shall  be  reduced  to  an 
amount  which  is  the  same  proportion^of  $3,000  as  the  number  of 
months  in  the  period  is  of  twelve  months. 

Regulation.  The  specific  exemption  of  $3,000  is  apportioned 
only  in  the  case  where  a  return  is  made  covering  a  period  of  less 
than  twelve  months.  In  such  a  case  the  specific  exemption  is  the 
same  proportion  of  $3,000  as  the  number  of  months  in  the  period 
is  of  twelve  months,  any  fractional  part  of  a  month  being  counted 
as  the  number  of  days  in  such  part  of  a  month  divided  by  30.  Thus, 
in  the  case  of  a  corporation  organized  May  12,  1918,  and  making 
a  return  for  the  period  ending  December  31,  19 18,  the  exemption  is 
$1,916.67,  that  is,  the  same  proportion  of  $3,000  as  7  20/30  months 
is  of  12  months.  On  return  form  1120  this  apportionment  is  taken 
care  of  by  prorating  items  3  and  8  of  schedule  III.  This  provision 
is  inapplicable  where  the  return  is  made  for  a  full  fiscal  year  be- 
ginning prior  to  January  f,  1918,  and  ending  after  that  date,  even 
though  the  income  for  such  fiscal  year  is  not  subject  to  full  taxa- 
tion under  the  present  statute.     (Art.  761.) 

In  the  third  case  where  the  fiscal  year  falls  in  calendar 
years  with  different  rates  the  return  is  for  a  full  year,  but 
the  tax  is  not  computed  upon  the  income  for  the  parts  of 
calendar  years  making  up  the  fiscal  year.  The  whole  income 
of  the  fiscal  year  is  presumed  to  be  earned  ratably  through  the 
year.  C'alculations  are  therefore  made  at  the  rates  for  each 
of  the  calendar  years,  upon  the  whole  income.  The  tax  for 
the  fiscal  year  is  composed  of  the  sum  of  the  fractions  of 


'Excess  Profits  Tax  Primer,  1918,  question  13. 
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the  taxes,  calculated  at  the  rates  for  each  year,  which  the 
period  falling  in  each  year  is  of  twelve  months.* 

In  returns  for  19 19  the  apportionment  will  be  made  by 
prorating  item  3,  schedule  C, 

Retroactive  Liberty  bond  exemptions. — When  returns  were 
made  for  a  fiscal  year  ending  in  19 18  and  interest  on  Liberty 
bonds  was  reported  subject  to  excess  profits  tax,  the  subse- 
quent purchase  of  Fourth  Liberty  bonds  would  increase  the 
exemption  on  and  after  January  i,  19 18.  The  additional  ex- 
emption is  on  an  amount  of  $45,000.^  In  such  cases  amended 
returns  should  be  filed  and  the  full  exemption  claimed,  thus 
reducing  the  excess  and  war  profits  tax. 

Likewise,  when  returns  were  filed  for  fiscal  years  ended 
in  1 91 9  prior  to  the  date  when  subscriptions  were  first  taken 
to  the  Victory  Loan,  amended  returns  should  be  made  by  the 
taxpayer  to  take  advantage  of  the  unconditional  exemption 
of  $30,000  granted  by  the  Victory  Loan  Act,  applicable  to 
any  previous  issue  of  Liberty  bonds,  covering  interest  received 
since  January  i,  1919. 

All  United  States  obligations  are  free  from  the  normal 
tax,  so  that  when  a  corporation  paid  no  profits  tax,  no  adjust- 
ment is  necessary  in  either  of  the  foregoing  cases. 

Consolidated  Returns 

Consolidated  returns  of  net  income  and  invested  capital 
are  required  when  corporations  are  affiliated  within  the  mean- 
ing of  the  1918  law.® 


*See  T.  D.  2689  (April  i,  1918). 
'See  Income  Tax  Procedure,  1920,  page  433. 

'[Former  Procedure]  The  only  reference  to  consolidated  state- 
ments in  the  191 7  law  was  in  section  201,  a  part  of  which  is  as  follows: 

1917  Law.  Section  201.  "For  the  purpose  of  this  title  every  cor- 
poration or  partnership  not  exempt  under  the  provisions  of  this  sec- 
tion shall  be  deemed  to  be  engaged  in  business,  and  all  the  trades  and 
businesses  in  which  it  is  engaged  shall  be  treated  as  a  single  trade  or 
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Law.  Section  240.  (a)  That  corporations  which  are  afBiliated 
within  the  meaning  of  this  section  shall,  under  regulations  to  be 
prescribed  by  the  Commissioner  with  the  approval  of  the  Secretary, 
make  a  consolidated  return  of  net  income  and  invested  capital  for 
the  purposes  of  this  title  and  Title  III,  and  the  taxes  thereunder  shall 
be  computed  and  determined  upon  the  basis  of  such  return :  Provided, 
That  there  shall  be  taken  out  of  such  consolidated  net  income  and 
invested  "capital,  the  net  income  and  invested  capital  of  any  such 
affiliated  corporation  organized  after  August  i,  1914,  and  not  suc- 
cessor to  a  then  existing  business,  50  per  centum  or  more  of  whose 
gross  income  consists  of  gains,  profits,  commissions,  or  other  in- 
come, derived  from  a  Government  contract  or  contracts  made  be- 
tween April  6,  1917,  and  November  11,  1918,  both  dates  inclusive. 
In  such  case  the  corporation  so  taken  out  shall  be  separately  assessed 
on  the  basis  of  its  own  invested  capital  and  net  income  and  the  re- 
mainder of  such  affiliated  group  shall  be  assessed  on  the  basis  of 
the  remaining  consolidated  invested  capital  and  net  income. 

In  any  case  in  which  a  tax  is  assessed  upon  the  basis  of  a  con- 
solidated return,  the  total  tax  shall  be  computed  in  the  first  instance 
as  a  unit  and  shall  then  be  assessed  upon  the  respective  affiliated  cor- 
porations in  such  proportions  as  may  be  agreed  upon  among  them, 
or,  in  the  absence  of  any  such  agreement,  then  on  the  basis  of  the 
net  income  properly  assignable  to  each 

(b)  For  the  purpose  of  this  section  two  or  more  domestic  cor- 
porations shall  be  deemed  to  be  affiliated  (i)  if  one  corporation  owns 
directly  or  controls  through  closely  affiliated  interests  or  by  a  nom- 
inee or  nominees  substantially  all  the  stock  of  the  other  or  others,  or 
(2)  if  substantially  all  the  stock  of  two  or  more  corporations  is  owned 
or  controlled  by  the  same  interests. 


business,  and  all  its  income  from  whatever  source  derived  shall  be  deemed 
to  be  received  from  such  trade  or  business." 

This  paragraph  was  sufficiently  obscure  to  serve  as  a  foundation  for 
almost  any  kind  of  a  regulation.  The  Treasury  rose  to  the  occasion  with 
regulations  which  very  properly  called  for  consolidated  statements  wher- 
ever the  interests  of  the  government  or  taxpayers  so  required. 

It  is  believed  that  in  all  cases  where  substantial  justice  could  not  be 
done  except  upon  the  basis  of  consolidated  returns  the  Treasury  per- 
mitted them  to  be  filed.  Instances  have  been  known  where  local  col- 
lectors demanded  separate  returns  although  two  or  more  corporations 
were  under  one  ownership  and  closely  affiliated.  It  has  been  claimed 
that  the  regulations  referred  only  to  branch  houses,  etc.  If  equitable 
relief  was  denied  by  collectors  taxpayers  should  apply  direct  to  the  Com- 
missioner. 

For  details  of  regulations,  etc.,  under  1917  law,  see  Income  Tax  Pro- 
cedure, 19 1 9,  pages  790-794. 
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Many  corporations  have  affiliations  and  subsidiaries  the 
relationship  among  which  has  never  been  clearly  defined.  So 
long  as  the  income  tax  imposed  upon  corporations  was  at  a 
flat  rate  it  made  little  difference  which  part  or  parts  of  a 
group  of  companies  paid  the  tax.  One  could  pay  too  much 
and  the  other  too  little,  but  it  worked  equitably  if  the  total 
tax  paid  was  correct.  It  would  not  work  the  same  way  with 
a  graduated  income  tax.  It  does  not  work  the  same  way 
under  the  excess  profits  tax,  which  requires,  as  one  of  the 
factors  in  the  computation  of  the  tax,  the  determination  of  in- 
vested capital.  If  the  capital  of  one  subsidiary  is  large  and  the 
earnings  are  small  and  the  capital  of  another  subsidiary  is 
small  and  the  earnings  are  large,  the  tax  to  be  paid  will  be 
much  greater  than  if  the  capital  and  earnings  of  the  two  were 
combined. 

In  the  past  a  condition  such  as  that  just  mentioned  fre- 
quently arose  from  relatively  unimportant  administrative  rea- 
sons. The  company  having  a  large  capital  and  small  earnings 
might  hold  the  title  to  mines  the  product  of  which  was  fur- 
nished to  other  subsidiaries  at  cost.  It  would  be  simple  to 
increase  the  price  of  the  product  enough  to  net  the  mining 
company  as  great  a  profit  on  its  invested  capital  as  the  other 
subsidiaries  earned  on  theirs. 

The  law  intends  that  in  the  cases  of  companies  or  busi- 
nesses controlled  by  one  owner,  whether  an , individual  or  an- 
other corporation,  the  aggregate  capital  and  earnings  shall  be 
ascertained,  one  return  made  and  one  tax  paid.  Such  con- 
solidated returns  will  yield  to  the  government  the  full  tax  to 
which  it  is  entitled  and  relieve  the  taxpayer  from  the  almost 
impossible  task  of  apportioning  the  proper  capital  and  earn- 
ings among  the  controlled  properties. 

Affiliated  corporations  defined. — The  law  states  that  cor- 
porations are  affiliated  when  one  owns  "directly  or  controls 
through  closely  affiliated  interests  or  by  a  nominee  or  nominees 
substantially  all  the  stock  of  the  other  or  others,  or  if  sub- 
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stantially  all  the  stock  of  two  or  more  corporations  is  owned 
or  controlled  by  the  same  interests."^ 

Only  one  specific  exemption  allowed  when  accounts  are 
consolidated. — The  law  provides  that  when  the  tax  is  assessed 
upon  the  basis  of  a  consolidated  return  the  corporations  con- 
cerned shall  lose  the  benefit  of  the  individual  specific  exemp- 
tions to  which  each  would  be  entitled  if  separate  returns  were 
filed. 

Law.  Section  240.  (a)  ....  There  shall  be  allowed  ....  in 
computing  the  war-profits  credit  (as  provided  in  section  311)  only 
one  specific  exemption  of  $3,000;  and  in  computing  the  excess-profit^ 
credit  (as  provided  in  section  312)  only  one  specific  exemption  of 
$3,000. 

Returns  when  fiscal  periods  of  affiliated  and  parent  cor- 
porations differ. — 

Regulation.  In  the  case  of  all  consolidated  returns,  consoli- 
dated invested  capital  must  be  computed  as  of  the  beginning  of  the 
taxable  year  of  the  parent  or  principal  reporting  company  and  con- 
solidated income  must  be  computed  on  the  basis  of  its  taxable  year. 
Whenever  the  fiscal  year  of  one  or  more  subsidiary  or  other  affili- 
ated corporations  differs  from  the  fiscal  year  of  the  parent  or  prin- 
cipal corporation,  the  Commissioner  should  be  fully  advised  by  the 
taxpayer  in  order  that  provision  may  be  made  for  assessing  the  tax 
in  respect  of  the  period  prior  to  the  beginning  of  the  fiscal  year  of 
the  parent  or  principal  company (Art.  638.) 

Foreign  corporations. — Foreign  corporations  are  not  in- 
cluded among  those  entitled  to  the  benefit  of  the  section  dealing 
with  consolidated  returns,  but  a  domestic  corporation  which 
owns  a  majority  of  the  voting  stock  of  a  foreign  corporation 
may  credit  the  foreign  taxes  paid  on  account  of  such  shares 
against  the  taxes  assessed  in  the  United  States. 

Regulation.  A  domestic  corporation  which  owns  a  majority  of 
the  stock  of  a  foreign  corporation  shall  not  be  permitted  or  required 
to  include  the  net  income  or  invested  capital  of  such  foreign  cor- 
poration in  a  consolidated  return (Art.  636.) 


'For  a  full  discussion  of  the  subject  of  affiliated  corporations   (1919 
procedure),  see  Income  Tax  Procedure,  1920,  page  loi. 
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New  "government  contract"  corporations  must  be  ex- 
cluded.— Corporations  organized  after  August  i,  1914  (if 
not  successors  to  then  existing  businesses),  50  per  cent  or  more 
of  whose  gross  income  consists  of  gains  from  government 
contracts,  cannot  be  included  among  affiliated  corporations.^ 

Such  corporations  were  described  by  Senator  Penrose  as 
"the  mushroom  corporations  established  for  the  particular 
purpose  of  getting  war  contracts. "°  Probably  some  corpora- 
tions were  improperly  organized  and  should  be  denied  the 
benefits  of  consolidated  returns;  but  in  many  cases  new  cor- 
porations were  organized  because  of  new  or  special  interests 
which  the  corporate  form  of  organization  is  best  adapted  to 
define  and  control.  It  is  to  be  regretted  that  in  their  zeal  to 
impose  the  maximum  tax  rate  upon  all  war  profits  the  law- 
makers overlooked  the  burden  which  was  placed  upon  many 
manufacturers  to  supply  war  needs.  During  the  war  it  was 
not  considered  improper  for  a  corporation  to  organize  a  sub- 
sidiary to  handle  war  business.  It  is  inequitable  that  after  the 
war  is  over  a  law  should  be  passed  retroactively  penalizing 
those  who  deserve  relief  more  than  punishment. 

Regulation.  In  the  case  of  any  affiliated  corporation  organized 
after  August  i,  1914,  and  not  a  successor  to  a  then  existing  business, 
50  per  cent  or  more  of  whose  gross  income  consists  of  gains,  profits, 
commissions  or  other  income  derived  from  a  Government  contract  or 
contracts  made  between  April  6,  1917,  and  November  11,  1918,  both 
dates  inclusive,  the  net  income  and  invested  capital  of  such  corpora- 
tion shall  be  taken  out  of  the  consolidated  net  income  and  invested 
capital  of  the  group  of  affiliated  corporations  and  the  corporation  so 
segregated  shall  be  separately  assessed  on  the  basis  of  its  own  in- 
vested capital  and  net  income,  the  remainder  of  such  affiliated  group 
being  assessed  on  the  basis  of  the  remaining  consolidated  invested 
capital  and  net  income.  ....   (Art.  635.) 


'Section  240  (a). 

^Congressional  Record,  February  2,  1919,  page  3899. 

[Former  Procedure] 

Returns  of  individuals. — Under  the  1917  law  excess  profits  tax 
returns  were  not  required  from  individuals  unless  they  were  subject 
to  the  graduated  rates  of  tax  and  had  a  net  income  in  excess  of  $6,000. 
If  subject  to  the  8  per  cent  tax  an  individual's  excess  profits  tax  was 
determined  by  and  included  in  form  1040. 
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[Former  Procedure — Continued] 

If  subject  to  the  graduated  rates  form  iioi  was  used.  If  it  was 
not  possible  to  ascertain  the  invested  capital,  form  iioi  was  to  be 
used  as  the  basis  for  subsequent  claim  to  assessment  under  section 

210. 

A  married  woman  could  make  separate  return. — 

Regulation.  "A  married  woman  who  is  a  sole  trader  or  is  entitled 
to  any  taxable  income  to  her  sole  and  separate  use  may,  for  purposes  of 
the  excess  profits  tax,  make  a  separate  return  in  the  same  manner  as  any 
other  individual. 

"Every  non-resident  alien  individual  who  has  for  the  taxable  year 
an  aggregate  net  income  of  $3,000  or  more  from  trades,  Inisinesses,  occu- 
pations, or  professions  carried  on  within  the  United  States  is,  unless 
exempt  under  article  13,  required  to  make  a  return  and  to  pay  the  tax, 
if  any."     (Reg.  41,  1918,  Art.  76.) 

Invested  capital  and  net  income — pre-war  period. — If  subject  to 
graduated  rates  the  invested  capital  at  beginning  and  end  of  pre-war 
period  was  required.  But  no  return  at  all  for  pre-war  period  was 
required:  (i)  if  individual  accepted  the  minimum  percentage,  viz., 
7  per  cent  as  the  percentage  to  be  used  in  computing  the  deduction 
under  article  21 ;  or  (2)  if  individual  was  taxable  only  at  the  8  per  cent 
rate  under  article  15. 

Returns  of  partnerships. — Section  211  of  the  act  of  October  3, 
1917,  specifically  provided  for  the  filing  of  an  excess  profits  tax  re- 
turn by  every  partnership  having  an  income  of  $6,000  or  more  for  the 
taxable  year  ($3,000  for  a  foreign  partnership).  This  provision  was 
necessary  because  partnerships  as  such  were  not  required  to  file 
income  tax  returns.  Returns  were  due  March  i,  1918,  but  the  time 
for  filing  was  extended  to  April  i,  1918.  (T.  D.  2650,  February  9, 
1918.)     Partnerships  were  required  to  use  form   1102. 

Returns  of  partnerships  and  personal  service  corporations  for 
fiscal  year  ended  in  1918. — 

Law.  Section  335.  "(c)  If  a  partnership  or  a  personal  service  cor- 
poration makes  return  for  a  fiscal  year  beginning  in  1917  and  ending 
in  1918,  it  shall  pay  the  same  proportion  of  a  tax  for  the  entire  period 
computed  under  Title  II  of  the  Revenue  Act  of  1917  which  the  por- 
tion of  such  period  falling  within  the  calendar  year  1917  is  of  the 
entire  period." 

Partnerships  and  personal  service  corporations,  whose  returns 
during  the  calendar  year  1918  included  part  of  the  calendar  year  1917 
and  part  of  the  calendar  year  1918,  which  were  assessed  thereon  and 
paid  the  tax,  were  entitled  to  a  refund. for  the  tax  assessed  on  that 
proportion  of  the  returns  applicable  to  the  calendar  year  1918. 
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[Former  Procedure — Continued] 

Refund  of  igi8  taxes  paid  by  a  partnership  or  personal  service 
corporation. — 

Law.     Section  335.     "(c) Any  tax  paid  by  a  partnership  or 

personal  service  corporation  for  any  period  beginning  on  or  after  January 
I,  1918,  shall  be  immediately  refunded  to  the  partnership  or  corporation 
as  a  tax  erroneously  or  illegally  collected." 

In  cases  where  diligence  was  used  partnerships  received  refunds 
in  time  to  apply  them  on  their  June  15,  1919,  instalments  of  the  taxes 
payable  as  individuals. 

Section  335  (c)  intended  that  the  tax  excessively  paid  for  1918  should 
be  "immediately"  refunded,  but  the  Treasury  did  not  in  all  cases  act  as 
quickly  as  it  should  have  done. 

Invested  capital  and  net  income — pre-war  period. — No  return  for 
pre-war  period  was  required:  (i)  if  the  partnership  accepted  the 
minimum  percentage,  viz.,  7  per  cent,  as  the  percentage  to  be  used  in 
computing  the  deduction  under  article  21;  or  (2)  if  the  partnership 
was  taxable  only  at  the  8  per  cent  rate  under  article  15. 


CHAPTER  V 
COMPUTATION  AND  RATES  OF  THE  TAX 

The  excess  profits  tax  is  computed  in  two  so-called 
"brackets"  by  application  of  progressive  rates  upon  successive 
portions  of  income,  after  allowance  for  the  specific  exemption 
and  excess  profits  credit. 

The  war  profits  tax  is  not  applicable  to  the  year  19 19 
unless  a  corporation  has  net  income  exceeding  $10,000  from 
government  contracts. 

For  the  year  19 18  there  was  an  avowed  intention  to  make 
the  rates  "as  high  as  the  traffic  would  bear,"  but  for  19 19  the 
rates  of  the  excess  profits  tax  are  substantially  reduced. 

The  net  income  of  a  corporation  upon  which  the  excess 
and  war  profits  taxes  for  the  taxable  year  are  based  is  that  de- 
termined for  corporation  income  tax  purposes,^  except  that 
the  law  provides  that  in  computing  the  excess  profits  tax  the 
following  credits  which  are  permitted  in  the  income  tax  com- 
putation shall  not  be  allowed:^  (a)  interest  on  obligations 
of  the  United  States  and  the  War  Finance  Corporation  which 
is  subject  to  the  excess  profits  tax,  (b)  excess  and  war  profits 
taxes  and  (c)  the  income  tax  specific  exemption  of  $2,000. 

The  rates  prescribed  for  the  taxable  year  19 19  are  as  fol- 
lows : 

Law.     Section   301 (b)   For   the    taxable   year    1919   and 

each  taxable  year  thereafter  there  shall  be  levied,  collected,  and  paid 
upon  the  net  income  of  every  corporation  (except  corporations  tax- 
able under  subdivision  (c)  of  this  section)  a  tax  equal  to  the  sum  of 
the  following: 

First  Bracket 

20  per  centum  of  the  amount  of  the  net  income  in  excess  of  the 
excess-profits  credit  (determined  under  section  312')  and  not  in 
excess  of  20  per  centum  of  the  invested  capital; 


'Section  320  (a-3)  ;  income  tax  section,  section  230. 
"Section  236. 
'See  page  95. 
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Second  Bracket 

40  per  centum  of  the  amount  of  the  net  income  in  excess  of  20 
per  centum  of  the  invested  capital. 

(c)  For  the  taxable  year  1919  and  each  taxable  year  thereafter 
there  shall  be  levied,  collected,  and  paid  upon  the  net  income  of  every 
corporation  which  derives  in  such  year  a  net  income  of  more  than 
$10,000  from  any  Government  contract  or  contracts  made  between 
April  6,  1917,  and  November  11,  1918,  both  dates  inclusive,  a  tax  equal 
to  the  sum  of  the  following: 

(i)  Such  a  portion  of  a  tax  computed  at  the  rates  specified  in 
subdivision  (a)*  as  the  part  of  the  net  income  attributable  to  such 
Government  contract  or  contracts  bears  to  the  entire  net  income.  In 
computing  such  tax  the  excess-profits  credit  and  the  war-profits 
credit  applicable  to  the  taxable  year  shall  be  used ; 

(2)  Such  a  portion  of  a  tax  computed  at  the  rates  specified  in 
subdivision  (b)  as  the  part  of  the  net  income  not  attributable  to 
such  Government  contract  or  contracts  bears  to  the  entire  net  income. 

For  the  purpose  of  determining  the  part  of  the  net  income  at- 
tributable to  such  Government  contract  or  contracts,  the  proper 
apportionment  and  allocation  of  the  deductions  with  respect  to  gross 
income  derived  from  such  Government  contract  or  contracts  and 
from  other  sources,  respectively,  shall  be  determined  under  rules 
and  regulations  prescribed  by  the  Commissioner  with  the  approval  of 
the  Secretary. 

1919  rates. — Except  as  to  profits  from  government  con- 
tracts, the  19 19  rates  are  20  per  cent  under  the  first  bracket 
(instead  of  30  per  cent  in  1918)  and  40  per  cent  under  the 
second  bracket  (instead  of  65  per  cent  in  19 18)  and  the  third 
bracket  (war  profits  tax,  80  per  cent)  is  not  in  effect.  When 
a  corporation  in  19 19  derives  a  net  income  of  more  than  $10,- 
000  from  government  war  contracts,  the  proportion  of  its 
entire  net  income  which  the  war  profits  bear  to  the  whole 
shall  be  taxed  at  the  19 18  rates.  It  should  be  noted,  however, 
that  section  302  is  applicable.  Section  302  provides  for  lower 
rates  of  tax  on  comparatively  small  net  incomes. 
The  excess  profits  tax  is  calculated  as  follows : 
First  bracket:  The  tax  is  20  per  cent  of  the  amount  of 
net  income  in  excess  of  the  credit  ($3,000  plus  8  per  cent  of 

*See  page  38. 
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the  invested  capital  for  taxable  year)"  not  in  excess  of  20 
per  cent  of  the  invested  capital. 

Illustration : 

Invested  capital,  taxable  year $100,000.00 

Earnings $  20,000.00 

Specific   credit    $3,000.00 

Credit  8%  on  $100,000 8,000.00        11,000.00 

Taxable   income $    9,000.00 

Tax  20%    $    1,800.00 


Second  bracket:  The  tax  is  40  per  cent  of  the  amount 
of  the  net  income  in  excess  of  20  per  cent  of  the  invested 
capital. 

Illustration : 
Invested    capital    $100,000.00 

Earnings    $  30,000.00 

On  first  $20,000,  as  above $    1,800.00 

On  excess  above  $20,000 ;  $io,ooo  at  40% 4,000.00 

Total  tax  $    5,800.00 


When  the  excess  profits  credit  is  not  exhausted  under  the 
first  bracket,  the  balance  of  such  credit  is  carried  to  the  next 
bracket. 

Article  718  of  the  regulations  gives  an  illustration  of  the 
computation  where  the  excess  profits  credit  is  not  exhausted 
under  the  first  bracket.  The  illustration  assumes  that  the  in- 
vested capital  and  taxable  net  income  of  the  corporation  have 
been  determined.  It  will  be  noted  that  the  illustration  fol- 
lows form  1 120  which  has  been  issued  for  the  year  1919,  and, 
by  using  the  schedules  and  item  numbers  indicated,  the  figures 
of  this  illustration,  or  of  an  actual  case,  may  be  entered  on 
the  official  form  without  any  difficulty.  The  provisions  of  this 
article  are  concretely  set  forth  in  the  following  illustration. 


'See  Chapter  XV  for  determination  of  net  income. 
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Rates  for  calendar  year  1918. — The  application  of  the  19 18 
rates  is  given  in  the  following  pages.  These  rates  involve  the 
calculation  of  the  war  profits  tax,  which  is  not  in  effect  for 
the  calendar  year  19 19.  Computations  at  19 18  rates,  however, 
must  be  made  in  cases  of  fiscal  years  ending  in  191 9  prior  to 
December  31  and  in  certain  cases  where  income  has  been  re- 
ceived from  government  contracts.* 

Law,    Section  301.    (a)   .... 

First- Bracket 
30  per  centum  of  the  amount  of  the  net  income  in  excess  of  the 
excess-profits  credit  (determined  under  section  312)   and  not  in  ex- 
cess of  20  per  centum  of  the  invested  capital; 

Second  Bracket 
65  per  centum  of  the  amount  of  the  net  income  in  excess  of  20 
per  centum  of  the  invested  capital; 

Third  Bracket 
The  sum,  if  any,  by  which  80  per  centum  of  the  amount  of  the  net 
income  in  excess  of  the  war-profits  credit  (determined  under  section 
311)   exceeds  the  amount  of  the  tax  computed  under  the  first  and 
second  brackets. 

The  excess  profits  tax. — 

First  bracket:  The  tax  is  30  per  cent  of  the  amount  of  net 
income  in  excess  of  the  credit  ($3,000  plus  8  per  cent  of  the 
invested  capital)^  not  in  excess  of  20  per  cent  of  the  invested 
capital. 

Illustration : 
Invested    capital    $100,000.00 

Earnings     $  20,000.00 

Specific  credit    $3,000.00 

Credit  8%  on  $100,000 8,000.00        11,000.00 

Net  taxable  income    $    9,000,00 

Tax    30%    $    2,7^.00 


•Sec  page  47  for  calculation   of  net  income   from  government  con- 
tracts. 

'See  Chapter  XV  for  method  of  determining  net  income. 
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Second  bracket:  The  tax  is  65  per  cent  of  the  amount  of 
the  net  income  in  excess  of  20  per  cent  of  the  invested  capital. 

Illustration : 

Invested  capital   $100,000.00 

Earnings    $  30,000.00 

On  first  $20,000  as  above $    2,700.00 

On  excess  above  $20,000 ;  $10,000  at  65% 6,500.00 

Total    tax    $    9,200.00 

This  calculation  is  according  to  the  excess  profits  tax 
method.  The  computation  of  the  tax  is  not  complete  until  the 
calculation  under  the  war  profits  tax  is  also  made. 

War  profits  tax. — 

Third  bracket:  In  the  third  bracket  something  is  added 
to  the  tax  as  determined  in  the  preceding  two  brackets  only 
when  the  calculation  under  the  war  profits  method  yields  a 
larger  result  than  that  shown  in  the  first  two  brackets.  As 
shown  above,  the  excess  profits  tax  is  established  in  the  first 
two  brackets  by  applying  the  rates  of  30  per  cent  and  65  per 
cent  on  net  income  over  and  above  the  credits  allowed.*  The 
war  profits  calculation  consists  of  applying  the  rate  of  80  per 
cent  to  net  income  in  excess  of  the  war  profits  credits.^  The 
third  bracket,  then,  is  to  contain  "the  sum,  if  any,  by  which 
80  per  centum  of  the  amount  of  the  net  income  in  excess  of 
the  war  profits  credit  ....  exceeds  the  amount  of  tax  com- 
puted under  the  first  and  second  brackets." 

Illustration : 

Invested   capital   pre-war"  period $100,000.00 

Earnings  pre-war  period ; 20,000.00 

Invested    capital    taxable   year $100,000.00 


*8  per  cent  plus  $3,000. 

'Pre-war  profits  plus  10  per  cent  on  additional  invested  capital  or 
minus  lO  per  cent  on  decrease  in  invested  capital  plus  $3,000.  (See  page 
96.) 

''For  definition  of  "pre-war  period,"  see  Chapter  XII, 
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Earnings  taxable  year  $  20,000.00 

Specific    credit  $3,000.00 

Pre-war  profit    20,000.00        23,000.00 

Net  taxable  income   none 

Therefore  the  tax  as  determined  under  the  excess  profits 
tax  method  must  stand.    Illustration: 

Invested  capital  pre-war  period $80,000.00 

Earnings  pre-war  period   10,000.00 

Invested  capital  taxable  year   100,000.00 

Earnings   $30,000.00 

Specific   credit    $3,000.00 

Pre-war    earnings 10,000.00 

10%   on  additional   capital 2,000.00        15,000.00 

Net   taxable    income    $15,000.00 

80%  =   12,000.00 

Tax   on   same   invested   capital   of  $100,000  and   earnings   of 

$30,000  under  excess  profits  tax  method 9.200.00 

As  the  war  profits  method  produces  a  higher  tax  the 
amount  to  be  paid  is  thus  determined  to  be  $12,000.  The  ac- 
tual computation  is  made  by  completing  the  calculation  under 
the  third  bracket,  which  requires  the  determination  of  the 
amount,  if  any,  by  which  80  per  cent  exceeds  the  tax  computed 
under  the  first  two  brackets. 

80%     ::^      $12,000.00 

Tax  under  the  first  two  brackets  was 9,200.00 

The  third  bracket  therefore  exceeds  the  total  of  the  first  and 

second   by    $  2,800.00 

The  amount  of  the  third  bracket  must  now  be  added  to  the 

first  and  second  which  amounted  to 9,200.00 

Making  the  total  tax  payable $12,000.00 

In  other  and  simpler  words,  two  calculations  must  be  made, 
one  under  the  excess  profits  and  one  under  the  war  profits 
method.     Whichever  is  higher  is  the  tax  payable. 

The  following  set  forth  the  illustrations  given  in  article 
716  and  717  of  the  regulations. 
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War  profits  credit  where  a  corporation  did  not  exist 

for  at  least  one  calendar  year  of  pre-war  period. if 

the  corporation  in  the  preceding  illustration  did  not  exist  dur- 
ing the  whole  of  one  calendar  year  during  the  pre-war  period, 
in  certain  cases  the  war  profits  credit  consists  of  the  specific 
exemption  of  $3,000  plus  what  is  termed  the  "median"  or 
average  percentage  of  the  invested  capital  of  "business  of 
the  same  general  class"  for  taxable  year.    [Section  311   (c).] 

For  a  full  explanation  of  the  method  of  determining  the 
war  profits  credit  in  such  cases  and  a  list  of  corporations  per- 
mitting a  credit  of  more  than  10  per  cent,  see  Chapter  VI. 

Income  from  government  contracts. — Section  301  (c)  re- 
quires that  where  income  derived  from  government  contracts 
made  between  April  6,  191 7,  and  November  11,  19 18,  amounts 
to  $10,000,  during  the  taxable  period,  such  income  must  be 
taxed  at  the  19 18  rates.  The  computation  is  somewhat  diffi- 
cult in  that  the  income  and  expenses  applicable  to  government 
contracts  must  be  segregated  from  the  other  income  and  ex- 
penses of  the  corporation.  The  method  of  computation  is  set 
forth  in  the  following  illustration. 

New  form  (1120S)  is  required  for  the  computation  of 
tax  in  case  of  income  from  government  contracts.  The  in- 
structions require  supporting  schedules  as  follows : 

A  schedule  should  be  submitted  ....  In  the  case  of  affiliated 
companies,  this  information  should  be  shown  separately  for  each 
company.  This  schedule  should  be  in  columnar  form  and  should  con- 
tain the  following  information  as  respects  each  contract: 

(o)  Amount  of  contract. 

(b)  Gross  income  from  contract  during  period. 

(c)  Expenses  directly  applicable  to  each  contract. 
Total  of  each  column  should  be  shown. 

There  should  also  be  shown  in  the  most  practicable  form: 

(d)  Total  gross  income  of  corporation. 

(e)  Percentage  which  total  of  column  (b)   is  of  (d). 

(/)  Total  general  expenses,  losses,  and  deductions  of  corpora- 
tion. 

(g)  Amount  of  (/)  allocated  to  Government  contracts  (total). 

(h)  Percentage  which    (g)   is  of   (/). 
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Lower  rates  applicable  in  certain  cases. — Because  of 
numerous  complaints  that  the  191 7  law  bore  more  heavily 
relatively  on  small  concerns  than  on  large  ones  the  19 18  law 
contains  a  provision  which  is  intended  to  ameliorate  the  con- 
dition of  small  corporations. 

Law.  Section  302.  That  the  tax  imposed  by  subdivision  (a) 
[19 1 8  rates]  of  section  301  shall  in  no  case  be  more  than  30  per 
centum  of  the  amount  of  the  net  income  in  excess  of  $3,000  and  not  in 
excess  of  $20,000,  plus  80  per  centum  of  the  amount  of  the  net  income 
in  excess  of  $20,000;  the  tax  imposed  by  subdivision  (b)  [1919  rates] 
of  section  301  shall  in  no  case  be  more  than  20  per  centum  of  the 
amount  of  the  net  income  in  excess  of  $3,000  and  not  in  excess  of 
$20,000,  plus  40  per  centum  of  the  amount  of  the  net  income  in  excess 
of  $20,000;  and  the  above  limitations  shall  apply  to  the  taxes  com- 
puted under  subdivisions  (a)  and  (b)  of  section  301,  respectively, 
when  used  in  subdivision  (c)  of  that  section.  Nothing  in  this  sec- 
tion shall  be  construed  in  such  manner  as  to  increase  the  tax  imposed 
by  section  301. 

A  condensed  statement  of  the  limitation  of  the  tax  is  found 
in  the  following  regulation : 

Regulation.  In  any  case  where  the  net  income  is  at  least 
$20,000  the  computation  under  section  302  of  the  statute  may  be 
shortened  as  follows: 

(i)  The  tax  imposed  by  subdivision  (a)  of  section  301  shall  not 
exceed  $5,100,  plus  80  per  cent  of  the  amount  of  the  net  income  in 
excess  of  $20,000;  and 

(2)  The  tax  imposed  by  subdivision  (b)  of  section  301  shall  not 
exceed  $3,400,  plus  40  per  cent  of  the  amount  of  the  net  income  in 
excess  of  $20,000. 

Where  the  net  income  is  less  than  $20,000  the  tax  shall  not 
exceed  30  per  cent  or  20  per  cent,  as  the  case  may  be,  of  the  amount 
of  the  net  income  in  excess  of  $3,000.     (Art.  731.) 

By  using  this  short  form,  the  calculation  can  be  made  more 
rapidly  than  following  the  formal  wording  of  the  law,  for 
instance,  $3,400  equals  the  tax  on  the  net  income  m  excess 
of  $3,000  and  not  in  excess  of  $20  ($17,000)  at  20  per  cent. 

It  will  be  noted  that  commencing  January  i,  19 19,  the  tax 
is  limited  to  20  per  cent  of  the  amount  in  excess  of  $3,000 
and  not  in  excess  of  $20,000,  plus  40  per  cent  of  the  amount 
of  the  net  income  in  excess  of  $20,000. 
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The  section  applies  primarily  to  corporations  whose  net 
income  for  the  taxable  year  is  less  than  $20,000.  In  such 
cases  for  the  year  19 19  and  following  years  the  excess  profits 
tax  will  not  exceed  20  per  cent  of  $17,000.  If  the  calcula- 
tion under  brackets  one  and  two  produces  a  larger  sum  it  is 
disregarded  and  the  20  per  cent  tax  is  substituted. 

When  the  income  is  more  than  $20,000,  section  302  may 
still  apply  but  chiefly  in  cases  where  invested  capital  is  very 
small  in  proportion  to  earnings  and  the  earnings  are  not  sub- 
stantially in  excess  of  $20,000. 

An  illustrative  case  is: 
Invested    capital $25,000.00 

Earnings 75,000.00 

Tax  under  excess  profits  brackets : 

20%  of  $25,000 $  5,000.00 

Credits :    Specific  exemption    $3,000.00 

8%    of   $35,000 2,000.00  5,000.00 

no  tax  at  20% 

40%  of  $70,000  = $28,000.00 

Tax  computed  under  section  302: 

20%  of  $17,000  ($20,000 — $3,000)     $  3,400.00 

40%  of  $55,000  ($7S,ooo — $20,000)    22,000.00 

Maximum   tax    $25,400.00 


It  is  obvious  from  the  above  that  in  every  case  where 
excess  profits  taxes  are  calculated  that  the  limitation  of  tax 
should  be  borne  in  mind,  and  this  limitation  applied  to  see 
that  it  is  not  exceeded  by  the  amount  of  tax  calculated  in  the 
ordinary  manner  under  section  301. 

While  the  income  from  government  contracts  received  in 
19 19  is  subjected  to  the  higher  rates  of  19 18,  it  is  well  to 
note  that  the  limitation  of  tax  under  section  302  also  applies 
to  tax  on  income  of  this  character,  and  if  the  higher  taxes 
computed  on  such  income  exceed  the  limitation,  of  course  the 
lower  figure  will  apply. 


Q 
< 

0\ 

W 

< 
Q 

< 
u 

to  ^ 
W 

tn 

fr,    ^ 

cn,  >^ 

£a 

w 

C/)  CO 

CAI  PQ 

WD 

Uc/3 

X! 

W 


<: 

H 

to 
O 

o 

l-H 

H 
< 

H 

I— I 

l-H 


bo 

V 


Oi 


w 


ft 

a 
o 


,o 


o  o 

o 

o  o 

o 

8  8 

8 

■<^o 

■* 

»»>  N 

y^ 

^4 

^4 

a& 

«9^ 

d 
•2  a  « 

Sg8^8 
u,>-i  a  o  fl 

"2  *J  -M  4J 

a  4»  «      a; 


il'O 

V 

CIS 

s 

a 

<u 

IM 

ja 

o 

o 

t»>4J 

a 

H 

o 

a 

*3- 

*■> 

u 

V 

9i 

JS 

CO 

+j 

IH 

01 

V 

TS 

■!-> 

3 

§ 

o 

S 

-3 

d 

a 
S 

o 

o 

u 

X 

a; 

a 

J3 

H 

■♦J 

0) 

u 

0^ 

O 

(0 

r^ 

10 

v 

a 

o 

o 

s 

u 

Si 

^ 

54 


COMPUTATION  AND  RATES  OF  THE  TAX  55 

The  limitation  of  tax  under  section  302,  calculated  at  the 
1918  rates  is  shown  in  the  following: 
Invested    capital    $25,000.00 

Earnings   75,000.00 

No  pre-war  basis.  =■ 

Tax  under  excess  profits  brackets : 

20%   of   $25,000 ^ 5,000.00 

Credits :     Specific  exemption $3,000.00 

8%  of  $25,000  2,000.00  5,000.00 

No  tax  at  30% 

65%  of  excess  of  $70,000 $45,500.00 

Total  excess  profits  tax $45,500.00 

War  profits  tax : 

Credits:  10%  of  $25,000  (see  page  97)= $  2,500.00 

Specific   credit    3,000.00 

$  5,500.00 
Total  earnings   75,000.00 

80%  of $69,500.00      $55,600.00 

War  profits  tax  being  in  excess  of  excess  profits  tax,  the 
amount  to  be  paid  without  the  benefit  of  section  302 
would  be    55,600.00 

Tax  computed  under  section  302  would  be : 

30%  of  $17,000  ($20,000 — $3,000)     $  s,ioo.oo 

80%  of  $55,000  ($75,000 — $20,000)     44,000.00 

Total  tax  under  section  302 : $49,100.00 

This  last  amount,  being  less  than  that  calculated  under 
section  301,  will  be  the  tax  imposed. 

Computation  of  lower  rates  for  period  less  than  one 
YEAR. — The  regulations  provide  that  when  a  return  is  for 
less  than  a  full  year  the  limitations  of  $3,000  and  $20,000 
must  be  prorated  in  accordance  with  the  fraction  of  a  year 
which  the  return  covers.  This  is  in  harmony  with  the  gen- 
eral policy  of  the  law  and  of  the  Treasury  to  apportion  ex- 
emptions, deductions,  etc. 

Regulation.  When  a  return  is  rendered  for  a  fractional  part 
of  a  year  the  limitation  shall  be  computed  by  taking  that  proportion 
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of  $3,000  and  of  $20,000,  respectively,  which  the  period  covered  by  the 
return  bears  to  a  full  year.  The  rates  of  tax,  however,  will  not  be 
affected  and  should  be  applied  as  in  the  ordinary  case.     (Art.  732.) 

In  the  preliminary  edition  of  the  regulations^^  the  limita- 
tions of  $3,000  and  $20,000  were  not  prorated.  It  was  stated 
at  that  time  that  section  302  did  not  call  for  apportionment. 
It  is  claimed  that  article  732  is  not  warranted  by  the  law. 

The  Secretary  of  the  Treasury  in  submitting  "Notes  on 
the  Revenue  Act  of  1918"  to  the  Committee  on  Ways  and 
Means  of  the  House  of  Representatives,  on  November  3,  1919, 
referred  to  the  question  of  prorating  the  limitation  of  tax 
under  section  302,  where  return  is  made  for  period  less  than 
a  year,  as  follows: 

Doubt  exists  whether,  in  the  application  of  section  302,  the  limits 
or  brackets  of  $3,000  and  $20,000,  respectively,  should  be  reduced 
when  the  taxpayer  makes  return  for  less  than  one  year.  If  such 
reduction  be  not  made,  a  discriminatory  advantage  is  conferred  on 
the  taxpayer  who  makes  return  for  less  than  12  months.  In  order 
to  set  this  doubt  at  rest  it  has  been  suggested  that  there  be  inserted 
in  section  302  a  specific  statement  to  the  effect  that  if  \he  return  is 
made  for  less  than  12  months,  the  limiting  amounts  of  ^3>D00  and 
$20,000  as  used  in  this  section  shall  be  correspondingly  or  pl"Q^r- 
tionately  reduced. 

It  has  been  suggested  that  this  change  could  be  accomplished  by 
an  amendment  in  substantially  the  following  form: 

Amend  section  302  by  adding  a  new  paragraph  at  the  end  there- 
of, as  follows: 

In  cases  in  which  a  return  is  made  for  less  than  a  twelve- 
month period,  the  limiting  amounts  of  $3,000  and  $20,000  as  used 
in  this  section  shall  be  reduced  to  an  amount  equal  to  the  same 
number  of  twelfths  of  such  limiting  amounts  as  the  number 
of  calendar  months  for  which  the  return  is  made. 

The  method  of  applying,  the  limitation  of  tax,  as  stated 
in  article  732,  where  return  is  for  less  than  a  year,  is  shown 
in  the  following  illustration.  This  is  followed  by  illustrations 
showing  computation  of  tax:  (i)  where  return  is  for  less 
than  twelve  months  (fiscal  year  ended  in  1918);  (2)  where 
net  loss  is  established  in  fiscal  year  ended  in  19 19. 

"For  official  illustrations,  see  Income  Tax  Procedure,  1919,  pages 
1216-1218   (Supp.). 
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Basis  of  computation  when  more  than  30  per  cent  of  in- 
come is  from  personal  activities. — The  19 18  law  (section 
303)  provides  that  when  at  least  30  per  cent  of  the  net  income 
of  a  corporation  is  derived  from  "personal  service"  earnings, 
and  when  the  inclusion  of  such  earnings  with  the  earnings 
from  invested  capital  would  subject  the  corporation  to  an  ex- 
cessively high  tax,  relief  may  be  obtained  by  computing  the 
tax  thus  :    The  income  may  be  segregated  and 

1.  The  tax  payable  on  the  net  income  derived  from  in- 
vested capital  will  be  separately  calculated  in  accordance  with 
section  301. 

2.  The  part  of  the  net  income  derived  from  the  "dis- 
tinctly separate  branch"  of  the  business  will  be  subject  to  a 
tax  equal  to  the  percentage  that  the  tax  under  (i)  is  to  net 
income  under  (i). 

In  no  case,  however,  shall  the  tax  under  (2)  be  less  than 
20  per  cent  of  the  income  from  the  "personal  service"  branch, 
unless  the  tax  upon  the  entire  business  (calculated  under  sec- 
tion 301)  would  be  less  than  20  per  cent  of  the  entire  net  in- 
come. In  such  case  the  tax  shall  be  calculated  without  refer- 
ence to  section  303. 

In  any  event  a  corporation  coming  under  this  section  is 

entitled  to  the  benefits  of  section  302,  which  provides  lower 

rates  for  corporations  with  comparatively  small  net  incomes. 

Law.  Section  303.  That  if  part  of  the  net  income  of  a  corpora- 
tion is  derived  (i)  from  a  trade  or  business  (or  a  branch  of  a  trade 
or  business)  in  which  the  employment  of  capital  is  necessary,  and 
(2)  a  part  (constituting  not  less  than  30  per  centum  of  its  total  net 
income)  is  derived  from  a  separate  trade  or  business  (or  a  distinctly 
separate  branch  of  the  trade  or  business)  which  if  constituting  the 
sole  trade  or  business  would  bring  it  within  the  class  of  "personal 
service  corporations,"  then  (under  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Secretary)  the  tax  upon  the 
first  part  of  such  net  income  shall  be  separately  computed  (allowing 
in  such  computation  only  the  same  proportionate  part  of  the  credits 
authorized  in  sections  311  and  312^2) ^  and  the  tax  upon  the  second 

"Sections  311  and  312  refer  to  the  pre-war  period  and  the  exemp- 
tions on  the  pre-war  earning  basis,  the  $3,000  exemption  and  the  8  per 
cent  or  10  per  cent  basis.    For  1919  there  is  no  war  profits  tax. 
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part  shall  be  the  same  percentage  thereof  as  the  tax  so  computed 
upon  the  first  part  is  of  such  first  part:  Provided,  That  the  tax  upon 
such  second  part  shall  in  no  case  be  less  than  20  per  centum  thereof, 
unless  the  tax  upon  the  entire  net  income,  if  computed  .without  bene- 
fit of  this  section,  would  constitute  less  than  20  per  centum  of  such 
entire  net  income,  in  which  event  the  tax  shall  be  determined  upon 
the  entire  net  income,  without  reference  to  this  section,  as  other 
taxes  are  determined  under  this  title.  The  total  tax  computed  under 
this  section  shall  be  subject  to  the  limitations  provided  in  section 
302.1 » 

Regulations.  Whenever  it  is  necessary  to  determine  the  por- 
tion of  the  net  income  derived  from  or  attributable  to  a  particular 
source,  the  corporation  shall  allocate  to  the  gross  income  derived 
from  such  source,  and  to  the  gross  income  derived  from  each  other 
source,  the  expenses,  losses  and  other  deductions  properly  appertain- 
ing thereto,  and  shall  apply  any  general  expenses,  losses  and  deduc- 
tions (which  can  not  properly  be  otherwise  apportioned)  ratably  to 
the  gross  income  from  all  sources.  The  gross  income  derived  from  a 
particular  source,  less  the  deductions  properly  appertaining  thereto 
and  less  its  proportion  of  any  general  deductions,  shall  be  the  net 
income  derived  from  such  source.  The  corporation  shall  submit 
with  its  return  a  statement  fully  explaining  the  manner  in  which^* 
such  expenses,  losses  and  deductions  were  allocated  or  distributed 
(Art.  715.) 

For  the  purpose  of  determining  whether  or  not  a  corporation 
partly  partaking  of  the  nature  of  a  personal  service  corporation  is 
within  the  scope  of  section  303  of  the  statute  and  also  for  the  pur- 
pose of  establishing  the  basis  for  the  computation  of  the  tax,  the 
corporation  shall  apportion  or  allocate  its  invested  capital  between 
each  trade  or  business  or  branch  thereof  as  nearly  as  may  be  in 
accordance  with  the  actual  facts,  and  shall  submit  with  its  return 
an  explanatory  statement  setting  forth  the  manner  in  which  the 
apportionment  of  the  invested  capital  employed  in  the  production 
of  each  part  of  its  net  income  has  been  determined.  There  must  be 
assigned  to  any  personal  service  trade  or  business  or  branch  thereof 
an  amount  of  invested  capital  at  least  as  great  as  that  which  would 
ordinarily  be  employed  by  a  personal  service  corporation  of  similar 
size  and  standing  for  the  payment  of  salaries  and  office  expenses, 
maintenance  of  library  and  equipment,  credit  advances  to  clients, 
etc (Art.  741.) 

(i)  The  tax  upon  the  non-personal  service  part  of  the  net  in- 
come is  computed  upon  the  basis  of  (o)  such  part  of  the  entire  aver- 
age net  income   for   the   prewar   period   as   was  derived   from   the 


'See  page  52. 

*See  illustration  on  page  47  in  reference  to  article  715. 
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same  trade  or  business  or  branch  thereof;  (b)  such  part  of  the  entire 
average  invested  capital  for  the  prewar  period  as  was  employed  in 
the  production  of  the  part  of  the  net  income  for  that  period  deter- 
mined under  (a) ;  (c)  such  part  of  the  entire  invested  capital  for  the 
taxable  year  as  has  been  employed  in  the  production  of  the  net  in- 
come upon  which  the  tax  is  being  computed;  and  (d)  the  same  pro- 
portion of  the  specific  exemption  and  credits  as  the  proportion  which 
the  part  of  the  net  income  upon  which  the  tax  is  being  computed  is 
of  the  entire  net  income.  If  the  corporation  was  in  existence  during 
the  prewar  period,  but  did  not  conduct  this  trade  or  business  or 
branch  thereof  during  that  period,  the  war  profits  credit  shall  be 
computed  as  provided  in  section  311    (b)   of  the  statute. 

(2)  The  tax  upon  the  personal  service  part  of  the  net  income  is 
the  same  percentage  thereof  as  the  tax  computed  under  (i)  is  of  the 
non-personal  service  part  of  the  net  income.  The  tax  under  this 
paragraph  shall  in  no  case  be  less  than  20  per  cent  of  the  personal 
service  part  of  the  entire  net  income,  unless  the  tax  upon  the  entire 
net  income  if  computed  in  the  ordinary  way  would  be  less  than  20 
per  cent  of  such  entire  net  income.  In  that  event,  and  in  any  case 
in  which  the  amount  of  the  total  tax  as  computed  under  this  article 
is  the  same  as  or  greater  than  the  tax  as  computed  in  the  ordinary 
way,  the  tax  shall  be  computed  under  section  301  of  the  statute. 
....   (Art.  742.) 

In  the  two  illustrations  which  follow,  showing  the  compu- 
tation of  the  tax  where  part  of  the  income  is  from  personal 
services,  it  will  be  noted  that  in  the  first  one  an  amount  of 
$100,000  has  been  deducted  from  the  invested  capital  of  the 
entire  business,  after  the  various  adjustments  of  the  combined 
invested  capital  have  been  made,  as  being  assignable  to  the 
personal  service  end  of  the  business.  This  illustration  shows 
the  details  of  the  adjustment  of  invested  capital,  while  in  the 
second  illustration,  which  is  the  official  one  given  in  article 
743,  the  invested  capital  stated  is  assumed  to  be  the  figure 
after  all  adjustments  have  been  made. 
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COMPUTATION  AND  RATES  OF  THE  TAX  75 

Profits  on  sales  of  mines,  oil  or  gas  wells  may  be  subject 
to  reduced  tax. — It  was  urged  that  the  excess  profits  tax  law 
of  1917  worked  undue  hardship  on  prospectors  and  others 
who  by  their  own  efforts  discovered  valuable  deposits  of 
minerals,  oil,  etc.  In  case  of  sale  the  tax  took  a  considerable 
part  of  the  sale  price. 

In  response  to  these  complaints  the  following  provision 

was  inserted  in  the  1918  law. 

Law.  Section  337.  That  in  the  case  of  a  bona  fide  sale  of  mines, 
oil  or  gas  wells,  or  any  interest  therein,  where  the  principal  value  of 
the  property  has  been  demonstrated  by  prospecting  or  exploration 
and  discovery  work  done  by  the  taxpayer,  the  portion  of  the  tax  im- 
posed by  this  title  attributable  to  such  sale  shall  not  exceed  20  per 
centum  of  the  selling  price  of  such  property  or  interest. 

The  relief  afforded  by  the  foregoing  is  greatly  restricted. 
It  applies  only  to  bona  fide  sales.  The  principal  value  of  the 
property  must  have  been  demonstrated  by  prospecting  or  ex- 
ploration, and  discovery  work  must  have  been  done  by  the  tax- 
payer. The  20  per  cent  tax  applies  to  the  gross  sales  price, 
and  not  to  the  net  profit  thereon.  It  was  the  intention  to  ex- 
tend relief  in  meritorious  and  isolated  cases  and  it  cannot  be 
extended  to  any  others. 

Regulation.  In  the  case  of  a  sale  of  mines,  oil  or  gas  wells,  or 
any  interest  therein,  as  described  in  article  13,  the  portion  of  the  war 
profits  and  excess  profits  tax  attributable  to  such  a  sale  shall  not 
exceed  20  per  cent  of  the  selling  price.  To  determine  the  application 
of  this  provision  to  a  particular  case  the  corporation  should  com- 
pute the  war  profits  and  excess  profits  tax  in  the  ordinary  way  upon 
its  net  income,  including  its  net  income  from  any  such  sale.  The 
proportion  of  the  total  tax  indicated  by  the  ratio  which  the  taxpayer's 
net  income  from  the  sale  of  the  property,  computed  as  prescribed  in 
article  715,^^  bears  to  its  total  net  income  is  the  portion  of  the  tax 
attributable  to  such  sale,  and  if  it  exceeds  20  per  cent  of  the  selling 
price  of  the  property  such  portion  of  the  tax  shall  be  reduced  to  that 
amount (Art.  971.) 

The  first  illustration  following  (official)  is  believed  to  be 
incorrect.  The  second  illustration  shows  the  correct  method 
of  computation. 

"See  page  66.  .       1       .  .         .   i       i 
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COMPUTATION  AND  RATES  OF  THE  TAX  79 

Computation  of  tax  for  fiscal  year  ending  in  1919. — 

Law.  Section  335.  (b)  If  a  corporation  makes  return  for  a 
fiscal  year  beginning  in  1918  and  ending  in  1919,  the  tax  for  such 
fiscal  year  under  this  title  shall  be  the  sum  of:  (i)  the  same  pro- 
portion of  a  tax  for  the  entire  period  computed  under  subdivision 
(a)  of  section  301  which  the  portion  of  such  period  falling  within 
the  calendar  year  1918  is  of  the  entire  period,  and  (2)  the  same  pro- 
portion of  a  tax  for  the  entire  period  computed  under  subdivision  (b) 
or  (c)  of  section  301  which  the  portion  of  such  period  falling  within 
the  calendar  year  1919  is  of  the  entire  period. 

The  following  regulation  states  in  detail  the  method  of 
computation  covered  by  the  section  of  the  law  quoted  above : 

Regulation.  The  method  provided  for  computing  the  tax  for  a 
fiscal  year  beginning  in  1918  and  ending  in  1919  is  as  follows:  (o) 
the  tax  attributable  to  the  calendar  year  1918  is  found  by  computing 
the  income  of  the  taxpayer  and  the  tax  thereon  in  accordance  with 
the  statute  as  if  the  fiscal  year  was  the  calendar  year  1918,  and 
determining  the  proportion  of  such  tax  which  the  number  of  months 
falling  within  the  calendar  year  1918  is  of  the  number  of  months  in 
the  entire  period;  (&)  the  tax  attributable  to  the  calendar  year  1919 
is  found  by  computing  the  income  of  the  taxpayer  and  the  tax  there- 
on in  accordance  with  the  statute  as  if  the  fiscal  year  was  the  calendar 
year  1919,  and  determining  the  proportion  of  such  tax  which  the 
number  of  months  falling  within  the  calendar  year  1919  is  of  the 
number  of  months  in  the  entire  period;  and  (c)  the  tax  for  the 
fiscal  year  is  found  by  adding  the  tax  attributable  to  the  calendar 
year  1918  and  the  tax  attributable  to  the  calendar  year  1919.  .  .  . 
(Art.  954.) 

When  a  fiscal  year  ended  in  1919  prior  to  December  31 
it  was  necessary  to  compute  the  tax  under  both  19 18  and  19 19 
rates,  for  the  reason  that  the  rates  of  tax  and  credits  were 
not  the  same  during  the  two  calendar  years.  The  war  profits 
tax  was  in  effect  only  in  the  year  1918.  The  following  illustra- 
tion shows  in  detail  the  necessary  adjustments.     ' 
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82         EXCESS  PROFITS  TAX  PROCEDURE 

[Former  Procedure] 

Rates  and  Computation  of  the  Tax 

The  graduated  rates  for  the  calendar  year  1917  were  as  follows 
(section  201): 

Percentage  of  Rate  of 

profits  to  capital  tax 

15%  less  the  deductions  20% 

15-20  25 

20-25  35 

25-33  45     ^ 

Above  33  60 

Fiscal  year  rates. — In  all  cases  if  a  partnership  or  corporation  had 
established  a  fiscal  year  ending  on  November  30,  1917,  or  in  an  earlier 
month  in  1917,  the  tax  was  computed  at  full  rates  for  the  entire  twelve 
months  of  the  fiscal  year,  but  no  excess  profits  tax  was  assessed  on  the 
proportion  of  the  period  falling,  in  1916. 

If  a  corporation's  fiscal  year  ended  June  30,  1917,  it  rendered  a  return 
for  twelve  months  to  that  date  and  the  tax  was  calculated  for  an  entire 
year.  After  the  calculation  was  made,  one-half  thereof,  as  representing 
the  1916  period,  was  deducted  and  the  balance  was  assessed. 

The  8  per  cent  rate. — When  net  income  was  derived  from  a  trade 
or  business  having  no  invested  capital  or  not  more  than  a  nominal  capital, 
the  rate  was  8  per  cent.    For  procedure  thereunder,  see  Chapter  XVIII. 

Fiscal  year  rates  1917-1918. — The  method  of  computation  for  fiscal 
year  beginning  in  1917  and  ending  in  1918  is  detailed  in  the  following 
regulation : 

Regulation.  "The  method  provided  for  computing  the  tax  for  a 
fiscal  year  beginning  in  1917  and  ending  in  1918  is  as  follows :  (a)  the 
tax  attributable  to  the  calendar  year  1917  is  found  by  computing  the 
income  of  the  taxpayer  and  the  tax  thereon  in  accordance  with  Title  II 
of  the  Revenue  Act  of  1917  as  if  the  fiscal  year  was  the  calendar  year 
1917,  and  determining  the  proportion  of  such  tax  which  the  number  of 
months  falling  within  the  calendar  year  1917  is  of  the  number  of  months 
in  the  entire  period;  (b)  the  tax  attributable  to  the  calendar  year  1918 
is  found  by  computing  the  income  of  the  taxpayer  and  the  tax  thereon 
in  accordance  with  the  present  statute  as  if  the  fiscal  year  was  the 
calendar  year  1918,  and  determining  the  proportion  of  such  tax  which 
the  number  of  months  falling  within  the  calendar  year  is  of  the  number 
of  months  in  the  entire  period;  and  (c)  the  tax  for  the  fiscal  year  is 
found  by  adding  the  tax  attributable  to  the  calendar  year  1917  and  the 
tax  attributable  to  the  calendar  year   1918."      (Art.  952.) 

In  the  first  illustration  following,  showing  the  computation  of  tax 
for  fiscal  year  beginning  in  1917  and  ending  in  1918,  adjustments  of 
invested  capital  under  the  191 7  law  are  shown,  as  are  also  adjustments 
of  invested  capital  under  the  1918  law,  because  under  these  two  laws 
invested  capital  was  defined  differently  and  the  adjustments  accordingly 
had  to  be  made  on  different  bases.  No  such  differences  arise  for  fiscal 
years  beginning  in  1918  and  ending  in  1919,  because  the  1918  law  with 
its  definition  of  invested  capital  applies  to  both  of  those  years,  as  well 
as  subsequent  years. 
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Certain  corporations  denied  full  benefit  of  1917  excess  profits  tax 
credit. — When  a  corporation's  fiscal  year  did  not  end  December  31, 
1917,  it  was  overtaxed  in  1918  (when  assessed  tax  on  1916-1917  in- 
come) in  using  form  1031  by  an  amount  equal  to  4  per  cent  of  the 
proportion  of  the  excess  profits  tax  which  the  Treasury  erroneously 
apportioned  (in  effect)  to  the  period  prior  to  January  i,  1917.  (For  full 
explanation,  see  Income  Tax  Procedure,  1919,  page  125. 

The  Treasury's  position  may  have  grown  out  of  the  faulty  con- 
struction of  form  1031.  Line  11  on  which  the  erroneous  calculation  is 
based  reads :  "Amount  taxable  at  4  per  cent."  This  is  inaccurate  because 
the  amount  shown  as  taxable  at  4  per  cent  includes  the  proportion  of  net 
income  applicable  to  1916,  which  it  was  never  intended  should  be  subject 
to  the  4  per  cent  rate. 

Special  ridings  for  small  concerns  under  1917  law.— ^In  calculating 
the  tax  to  be  paid  by  a  corporation  with  an  invested  capital  of  less 
than  $50,000,  and  by  an  individual  or  a  partnership  with  capital  of  less 
than  $100,000,  the  strict  application  of  the  1917  law  would  have 
deprived  such  concerns  of  the  full  deductions  to  which  they  were 
equitably  entitled.  To  remedy  this  injustice  in  the  law,  T.  D.  2602 
was  issued,  under  which  the  smallest  concerns  received  the  benefit  of 
the  full  deduction  to  which  they  were  entitled. 

Regulation.  "The  method  of  allowing  the  deduction  authorized 
by  sections  203,  204,  205  or  210  of  the  Act  of  October  3,  1917,  will  be 
as  follows : 

"In  any  case  in  which  the  deduction  provided  for  in  section  203,  204, 
205  or  210  is  gfreater  than  15  per  cent  of  the  invested  capital  and  there- 
fore cannot  be  fully  allowed  under  the  first  rate  or  bracket  of  section 
201,  then  in  that  event  any  remaining  portion  of  the  deduction  will 
be  allowed  under  the  second  bracket,  and  continued  if  necessary  into 
the  succeeding  bracket  or  brackets  until  the  entire  amount  of  the 
deduction  is  allowed. 

"Illustrations: — An  individual  or  partnership  engaged  in  the 
manufacturing  business  with  a  capital  of  $30,000  and  a  net  income  of 
$12,000  for  the  taxable  year,  an  average  pre-war  net  income  of  9  per 
cent,  or  $2,700,  and  a  total  deduction  of  $8,700; 

Amount  taxable 
Rate  under  each 

Bracket  (Per  cent)         bracket  Tax 

1st  20                    

2nd  25                    

3rd  35                    ^••• 

4th  45  $1,200  $  540 

Sth  60  2,ioo  1,260 

Total    $1,800 
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"A  corporation  engaged  in  the  manufacturing  business  with  a  capital 
of  $30,000  and  a  net  income  of  $12,000  for  the  taxable  year,  an  average 
pre-war  net  income  of  9  per  cent,  or  $2,700,  and  a  total  deduction  of 
$5,700 : 

Amount  taxable 
Rate  under  each 

Bracket  (Per  cent)         bracket  Tax 

1st  20  

2nd  25  $    300  $     75 

3rd  35  1,500  525 

4th  45  2,400  1,080 

5th  60  2,100  1,260 

Total  $2,940" 


(T.  D.  2602,  December  3,  1917.) 

Nominal  capital — The  8  per  cent  rate  of  tax. — When  a  corpora- 
tion was  able  to  qualify  as  one  with  "nominal  capital"  under  section  209 
of  the  1917  law,  it  was  taxed  at  the  rate  of  8  per  cent  on  its  net  income 
instead  of  at  the  graduated  rates  prescribed  by  section  201. 

1917  Law.  Section  209.  "That  in  the  case  of  a  trade  or  business 
having  no  invested  capital  or  not  more  than  a  nominal  capital  there  shall 
be  levied,  assessed,  collected  and  paid,  in  addition  to  the  taxes  under 
existing  law  and  under  this  act,  in  lieu  of  the  tax  imposed  by  section  two 
hundred  and  one,  a  tax  equivalent  to  eight  per  centum  of  the  net  income 
of  such  trade  or  business  in  excess  of  the  following  deductions:  In  the 
case  of  a  domestic  corporation  $3,000,  and  in  the  case  of  a  domestic  part- 
nership or  a  citizen  or  resident  of  the  United  States  $6,000;  in  the  case 
of  all  other  trades  or  business,  no  deduction." 

The  great  difficulty  was  in  determining  when  a  corporation  had  only 
"nominal  capital"  and  a  great  many  rulings  were  issued  by  the  Treasury 
purporting  to  define  this  class  of  corporations.  These  rulings  are  grouped 
in  Chapter  XVIII. 

The  question  of  "nominal  capital"  corporations  is  not  raised  under 
the  1918  law,  because  this  class  of  corporations  were  covered,  in  effect, 
by  providing  for  personal  service  corporations,  which  are  defined  as 
follows : 

1918  Law.  Section  200.  ".  .  .  .  The  term  personal  service  corpora- 
tion means  a  corporation  whose  income  is  to  be  ascribed  primarily  to  the 
activities  of  the  principal  owners  or  stockholders  who  are  themselves 
regularly  engaged  in  the  active  conduct  of  the  affairs  of  the  corporation 
and  in  which  capital  (whether  invested  or  borrowed)  is  not  a  material 
income  producing  factor;  but  does  not  include  any  foreign  corporation, 
nor  any  corporation  50  per  centum  or  more  of  whose  gross  income  con- 
sists either  (i)  of  gains,  profits  or  income  derived  from  trading  as  a 
principal,  or  (2)  of  gains,  profits,  commissions,  or  other  income,  derived 
from  a  Government  contract  or  contracts  made  between  April  6,  1917, 
and  November  11,  1918,  both  dates  inclusive;  .  .  .  ." 
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Presumably  those  corporations  which  were  able  to  qualify  under  the 
1917  law  as  "nominal  capital"  corporations  and  which  desire  under  the 
IQ18  law  to  be  classed  as  personal  service  corporations  will  be  able  to  do 
so,  but  it  was  difficult  under  the  1917  law  and  regulations  so  to  qualify. 
The  line  of  demarcation  between  the  corporation  whose  capital  was 
"nominal"  and  the  corporation  whose  capital  was  more  than  "nominal" 
was  a  difficult  one  to  draw,  because  the  1917  law  was  not  as  drastic  as 
the  1918  law  in  its  treatment  of  "capital  (whether  invested  or  borrowed)." 
Numerous  cases  are  now  pending,  which  involve  the  definition  of  the 
term  "nominal  capital,"  and  the  decision  of  the  Treasury  in  these  cases, 
with  the  litigation  which  is  likely  to  follow,  will  serve  to  clear  the  way 
to  a  comprehensive  definition  of  what  constitutes  "nominal  capital." 


CHAPTER  VI 

CREDITS  AND  SPECIFIC  EXEMPTIONS 

The  expressed  intention  of  the  framers  of  the  law  is  that 
no  excess  or  war  profits  tax  shall  be  imposed  until  the  tax- 
payer shall  have  realized  a  fair  or  normal  return  upon  his  en- 
tire invested  capital. 

This  is  not  the  place  to  discuss  whether  or  not  the  deduc- 
tions provided  in  the  1918  law  permit  a  fair  return.  In  the 
author's  opinion  a  specific  exemption  of  $3,000  plus  8  per  cent 
upon  invested  capital  is  not  a  fair  or  normal  return  upon  capi- 
tal which  is  subject  to  the  hazards  of  competitive  business. 

In  the  19 1 8  law  provision  is  made,  under  certain  condi-  v^  T 

tions,   for  a  deduction  in  calculating  war  profits  tax,  based  ^~ 

on  the  percentage  of  pre-war  earnings,   which   roughly  ac-  uj  ^ 

cords  with  English  practice.^  ^  ^ 

The  war  profits  tax  does  not  apply  to  the  calendar  year  (v  ^ 

1919,  unless  a  corporation  has  net  income  of  more  than  $10,-  ^  h 

000  from  government  "contracts  made  between  April  6,  191 7,  . 

and  November  11,  1918,  both  dates  inclusive."     Corporations  -r 

with  fiscal  years  ending  in  19 19  were  subject  to  the  war  profits  |- 

tax  for  that  part  of  the  taxable  year  which  fell  in  19 18. 

Excess  Profits  Credits 

For  the  purpose  of  calculating  the  excess  profits  tax  the 
credits  are: 


'[British  Practice]  An  attempt  was  made  in  England  to  extend 
to  the  taxpayer  an  opportunity  to  select  a  pre-war  period  which  would 
be  fair  to  him.  The  three  years  selected  were  generally  prosperous 
ones  in  England,  and  to  allow  for  one  of  such  years  being  unprofitable 
the  taxpayer  is  given  a  choice  of  two  years  out  of  three.  When  the 
three  years  were  not  prosperous  ones  two  alternatives  are  given, 
either  a  choice  could  be  made  of  four  years  out  of  six  (if  during  the 
three  years'  period  the  profits  of  the  business  were  25  per  cent  below 
normal)  or  a  reasonable  rate  of  return  on  capital  could  be  claimed  as 
the  pre-war  standard.  A  specially  constituted  board  of  referees  has 
power  to  increase  the  statutory  rate. 
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1.  A  specific  exemption  of  $3,000. 

2.  8  per  cent  of  the  invested  capital  for  the  taxable  year. 

Law.     Section  312 the  excess-profits  credit  shall  consist 

of  a  specific  exemption  of  $3,000  plus  an  amount  equal  to  8  per  centum 
of  the  invested  capital  for  the  taxable  year. 

Exemption  reduced  when  return  is  for  less  than  12  months. — 

Law.  Section  305.  That  if  a  tax  is  computed  under  this  title 
for  a  period  of  less  than  twelve  months,  the  specific  exemption  of 
$3,000,  wherever  referred  to  in  this  title,  shall  be  reduced  to  an 
amount  which  is  the  same  proportion  of  $3,000  as  the  number  of 
months  in  the  period  is  of  twelve  months. 

Full  amount  of  credits  deductible. — Under  the  191 7  law, 
because  of  its  faulty  construction,  many  small  concerns,  by  the 
limitation  of  the  credits  to  the  first  bracket,  would  have  been 
deprived  of  the  full  amount  of  the  excess  profits  tax  credit  to 
which  they  were  entitled.  The  regulations  arbitrarily  ex- 
tended the  right  so  that  if  advantage  could  not  be  taken  of  all 
the  credits  in  the  first  bracket  the  balance  could  be  credited  in 
subsequent  brackets. 

The  1918  law  specifically  permits  the  full  amount  of  credits 
to  be  taken. 

Law.   Section  301 (d)  In  any  case  where  the  full  amount 

of  the  excess-profit  credit  is  not  allowed  under  the  first  bracket  of  sub- 
division (a)  or  (b),  by  reason  of  the  fact  that  such  credit  is  in  excess 
of  20  per  centum  of  the  invested  capital,  the  part  not  so  allowed  shall 
be  deducted  from  the  amount  in  the  second  bracket. 

War  Profits  Credits 

Summary  of  credits. — The  war  profit  credits  may  be  sum- 
marized as  follows : 

(i)  A  specific  exemption  of  $3,000,  plus  one  of  the 
following : 

(2)  The  average  net  income  of  the  pre-war  period,  un- 
less the  invested  capital  for  the  taxable  year  is  more  or  less 
than  it  was  for  the  pre-war  period. 
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(3)  If  the  invested  capital  for  the  taxable  year  is  more 
than  the  average  invested  capital  during  the  pre-war  period, 
the  credit  is:  (a)  The  average  net  income  of  the  pre-war 
period  to  which  shall  be  added  (b)  10  per  cent  of  such  in- 
crease in  invested  capital. 

(4)  If  the  invested  capital  for  the  taxable  year  is  less 
than  the  average  invested  capital  during  the  pre-war  period, 
the  credit  is:  (a)  Tlie  average  net  income  of  the  pre-war 
period,  from  which  must  be  deducted  (b)  10  per  cent  of  such 
decrease  in  invested  capital. 

(5)  When  the  corporation  was  in  existence  during  the 
pre-war  period  and  had  no  income,  or  earned  less  than  10 
per  cent  upon  its  invested  capital,  the  war  profits  credit  is 
10  per  cent^  of  the  invested  capital  of  the  taxable  year. 

(6)  If  the  corporation  was  not  in  existence  during  the 
whole  of  at  least  one  calendar  year  during  the  pre-war  period 
and  if  a -majority  of  its  stock  was  not  controlled  by  a  then 
existing  corporation,  and  if  50  per  cent  of  its  gross  income  is 
not  from  government  contracts,  the  credit  is  the  same  percent- 
age as  that  of  corporations  engaged  in  the  same  "general 
class"  of  business  as  the  taxpayer,  but  in  no  case  will  the 
rate  be  less  than  10  per  cent  of  the  invested  capital  for  the 
taxable  year.^ 

(7)  When  the  corporation  was  not  in  existence  during 
the  whole  of  at  least  one  calendar  year  during  the  pre-war 
period  and  (a)  if  a  majority  of  its  stock  was  controlled  by  a 
then  existing  corporation  or  (b)  if  50  per  cent  of  its  gross 
income  for  the  taxable  year  is  from  government  war  con- 
tracts, the  war  profits  credit  is  10  per  cent  of  the  invested 
capital  for  the  taxable  year.* 

The  sections  of  the  law  and  regulations  dealing  with  this 
subject  follow. 


'Section  311    (b). 

^Section  311    (c-2).     For  credit  to  be  used,  see  page  95 

*Section  311  (d). 
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"Pre-war  period"  defined. — 

Law.  Section  310,  That  as  used  in  this  title  the  term  "prewar 
period"  means  the  calendar  years  191 1,  1912,  and  1913,  or,  if  a  cor- 
poration was  not  in  existence  during  the  whole  of  such  period,  then 
as  many  of  such  years  during  the  whole  of  which  the  corporation 
was  in  existence. 

Credit  for  corporations  with  pre-war  earnings  of  more  than 

10  per  cent  of  the  invested  capital  for  the  pre-war  period. — 

Law.  Section  311.  (a)  That  the  war-profits  credit  shall  consist 
of  the  sum  of: 

(1)  A  specific  exemption  of  $3,000;  and 

(2)  An  amount  equal  to  the  average  net  income  of  the  corpora- 
tion for  the  prewar  period,  plus  or  minus,  as  the  case  may  be,  10  per 
centum  of  the  difference  between  the  average  invested  capital  for  the 
prewar  period  and  the  invested  capital  for  the  taxable  year 

Credit  when  pre-war  net  income  is  meager. — 

Law.  Section  311.  (b)  If  the  corporation  had  no  net  income  for 
the  prewar  period,  or  if  the  amount  computed  under  paragraph  (2) 
of  subdivision  (a)  is  less  than  10  per  centum  of  its  invested  capital 
for  the  taxable  year,  then  the  war-profits  credit  shall  be  the  sum  of: 

(i)   A  specific  exemption  of  $3,000;  and 

(2)  An  amoimt  equal  to  10  per  centimi  of  the  invested  capital 
for  the  taxable  year. 

Credit  when  stock  was  owned  by  another  corporation. — 

The  privilege  of  securing  a  credit  of  more  than  10  per  cent 
was  not  extended : 

Law.  Section  311.  (d)  ....  in  the  case  of  any  corporation 
which  was  not  in  existence  during  the  whole  of  at  least  one  calendar 
year  during  the  prewar  period,  if  (i)  a  majority  of  its  stock  at  any 
time  during  the  taxable  year  is  owned  or  controlled,  directly  or  indi- 
rectly, by  a  corporation  which  was  in  existence  during  the  whole  of 
at  least  one  calendar  year  during  the  prewar  period,  .... 

The  object  of  this  limitation  was  to  prevent  new  subsid- 
iaries, possibly  formed  to  secure  government  contracts,  from 
getting  a  credit  greater  than  10  per  cent. 

Credit  when  income  is  from  government  contracts. — The 

privilege  of  securing  a  credit  of  more  than  10  per  cent  was 
likewise  not  extended : 
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Law.  Section  311.  (d)  ....  if  (2)  50  per  centum  or  more 
of  its  gross  income  (as  computed  under  section  233  for  income  tax 
purposes)  consists  of  gains,  profits,  commissions,  or  other  income, 
derived  from  a  government  contract  or  contracts  made  between  April 
6,  1917,  and  November  11,  1918,  both  dates  inclusive. 

The  object  of  this  limitation  was  to  increase  the  tax  on 
profits  from  government  contracts,  but  as  the  pre-war  ratio 
of  profits  of  other  concerns  in  the  same  Hne  of  business  in  few 
cases  reached  10  per  cent,  the  penalty  was  slight. 

Credit  when  corporations  were  not  in  existence  during  pre- 
war period. — 

Law.  Section  311.  (c)  If  the  corporation  was  not  in  existence 
during  the  whole  of  at  least  one  calendar  year  during  the  prewar 
period,  then,  except  as  provided  in  subdivision  (d),  the  war-profits 
credit  shall  be  the  sum  of: 

(i)   A  specific  exemption  of  $3,000;  and 

(2)  An  amount  equal  to  the  same  percentage  of  the  invested 
capital  of  the  taxpayer  for  the  taxable  year  as  the  average  percentage 
of  net  income  to  invested  capital,  for  the  prewar  period,  of  corpora- 
tions engaged  in  a  trade  or  business  of  the  same  general  class  as  that 
conducted  by  the  taxpayer.;  but  such  amount  shall  in  no  case  be  less 
than  10  per  centum  of  the  invested  capital  of  the  taxpayer  for  the 
taxable  year.  Such  average  percentage  shall  be  determined  by  the 
Commissioner  on  the  basis  of  data  contained  in  returns  made  under 
Title  II  of  the  Revenue  Act  of  1917,  and  the  average  known  as  the 
median  shall  be  used.  If  such  average  percentage  has  not  been  de- 
termined and  published  at  least  30  days  prior  to  the  time  when  the 
return  of  the  taxpayer  is  due,  then  for  purposes  of  such  return  10 
per  centum  shall  be  used  in  lieu  thereof;  but  such  average  per- 
centage when  determined  shall  be  used  for  the  purposes  of  section 
250  in  determining  the  correct  amount  of  the  tax. 

The  regulations  of  the  Treasury  provide  that: 

Regulation The  war  profits  credit  shall  be  computed  in 

the  first  instance  on  the  basis  of  10  per  cent  of  the  invested  capital, 
and  when  the  average  percentage  of  corporations  engaged  in  the 
same  general  class  of  trade  or  business  has  been  determined  the 
amount  of  the  tax  will  if  necessary  be  recomputed (Art.  783.) 

When  a  corporation  was  in  existence  during  the  whole  of 
one  pre-war  year  and  its  net  income  exceeded  10  per  cent,  the 
full  pre-war  net  income  could  be  used  as  a  credit  in  computing 


lOO  EXCESS  PROFITS  TAX  PROCEDURE 

the  19 1 8  war  profits  tax.  Many  corporations  earned  much 
more  than  10  per  cent  during  the  pre-war  period  and  thus 
greatly  reduced  their  19 18  taxes.  It  was  expected  that  when 
the  Treasury  ascertained  the  earnings  of  corporations  as  re- 
quired by  section  311  (c-2)  a  great  many  corporations,  which 
had  temporarily  received  a  credit  of  only  10  per  cent,  would 
be  entitled  to  receive  a  much  greater  percentage  of  credit  and 
thus  reduce  their  19 18  taxes. 

The  new  corporations  entitled  to  claim  more  than  10  per 
cent  credit  reap  an  advantage  over  corporations  which  were  in 
business  during  the  pre-war  period.  The  full  increased  credit 
applies  to  the  entire  invested  capital  at  the  beginning  of  the 
taxable  year,  whereas  corporations  in  business  during  the  pre- 
war period  are  limited  to  10  per  cent  on  all  additions  to  in- 
vested capital  since  December  31,  191 3.  Most  of  the  cor- 
porations affected  by  the  adjustment  made  large  additions 
to  capital  and  surplus  between  dates  of  organization  and  Janu- 
ary I,  1918,  so  that  the  increased  credit  may  result  in  a  sub- 
stantial saving  in  tax,  even  though  the  percentage  of  credit  is 
little  more  than  10  per  cent. 

The  compilation  referred  to  was  issued  by  the  Treasury 
late  in  November,  1919  (undated),  as  Bulletin  "D"  Income 
Tax,  "Average  percentages  of  pre-war  income  to  pre-war  in- 
vested capital  of  general  classes  of  corporations,  grouped  as  to 
trades  or  businesses,  as  provided  for  in  section  311  (c-2)  rev- 
enue act  of  1918." 

The  compilation  is  most  remarkable  as  it  shows  that  very 
few  business  enterprises  in  the  United  States  earned  as  much 
as  10  per  cent  on  their  invested  capital  during  the  years  191 1, 
1912  and  1913. 

In  view  of  repeated  statements  that  corporations  as  a 
whole  have  reaped  enormous  profits  for  many  years  past,  the 
official  evidence  of  low  profits  is  most  interesting. 

The  chart  in  the  bulletin  shows  that  out  of  277  subdivisions 
of  industries  229  earned  less  than  10  per  cent  and  only  8 
earned  15  per  cent  or  more. 
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It  is  not  deemed  necessary  to  reproduce  a  list  of  the  in- 
dustries which  earned  less  than  lo  per  cent.  Those  which 
earned  more  than  lo  per  cent  follow : 

Abrasive   products,   including  emery   wheels,   sand- 
paper   and    corundum 12.72%    - 

Ammunition,  explosives  and  fireworks 11.28 

Asbestos  wares,  magnesia,  material  for  insulation..  16.88 

Awnings,  tents,  tarpaulins,   etc 1 1.88 

Bags  and  bagging — cotton  and  burlap 17-34 

Baking  powder,  yeast i4-i4 

Blacking,  bluing,  whiting,  stains  and  dressing,  dye- 
stuffs,     extracts     and     coloring     materials,     inks 

(printing  and  writing),  paints  and  varnishes....  11.44 

Boots  and  shoes 10.94 

Bread  and  other  bakery  products,  not  including  con- 
fectionery      1 1 .26 

Canning,   preserving  and   evaporating   fruits,   vege- 
tables, fish,  oysters  and  shrimps 10.67 

Cardboard,  box  materials  and  box  manufacturer. . . .  10.48 
Cleansing    and    polishing    preparations,    soaps    and 

washing    compounds 10.56 

Coffee  roasting,  grinding  spices,  and  coffee  substi- 
tutes   10.87 

Corsets  and  brassieres i9-90 

Cotton   duck 1 1.90 

Cotton  ginning   ; ^^-73 

Cotton  spinning — fine  yarns 10.17 

Druggists'   preparations,   including  perfumery,   cos- 
metics, and  patent  medicine  compounds 10.98 

Dyers. of  fur II-97 

Envelopes    10.28 

Food  preparations,  not  elsewhere  specified 10.83 

Forestry  and  forestal  pursuits,  naval  stores,  char- 
coal burning  and  grinding i3-oo 

Gypsum    1 1.81 

Leather  manufacture    10.69 

Leather  substitutes    1 1.82 

Machinery — textile,  also  pal"ts 10.42 

Merchant  tailoring,   needlework,   etc I7-I4 

Merchants — wholesale    10.45 

Mucilage   and   paste 1 1.23 

Needles,  pins,  metal  hairpins,  and  pen  points 15-54 

Oleomargarine  and  other  butter  and  lard  substitutes, 

including  both  animal  and  vegetable 12.45 

Petroleum  refining,  products  and  by-products 11.27 
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Phonographs  and  all  other  musical  instruments  and 
parts  (not  including  pianos,  organs  and  parts)...   11.53 

Photographs  and  art  portraits 19.66 

Pipe    lines    17-24 

Professional  and  scientific  instruments,  including 
dental  supplies,  and  optical  goods,  surgical  and 
hospital   appliances,   photographic   apparatus   and 

materials 10.50 

Railway   express   companies 13-89 

Shipbuilding — wooden  craft  of  all  kinds 10.15 

Signs  and  advertising  novelties 14-45 

Silk  dyeing  and  finishing 12.10 

Soda  fountain  apparatus,  siphons 15.20 

Special  package  foods,  such  as  cornstarch,  macaroni, 
tapioca,    etc.,    breakfast    foods    and    other   cereal 

products    10-79 

Stationery  goods,  school  supplies,  office  system  sup- 
plies       10.36 

Tobacco 12.87 

Typefounding,  stereotyping  and  electrotyping 13-17 

Washing  machines  and  clothes  wringers 12.22 

Waste — cotton  and  wool,  linters  and  oakum 11.89 

Wire  cables,  fences,  springs,  nails  and  spikes 10.24 

Taxpayers  whose  credit  is  more  than  10  per  cent 

should  file  claim  for  abatement  or  refund. — 

Ruling.  Inasmuch  as  the  examination  of  all  returns  filed  will  not 
be  completed  by  the  due  date  of  the  last  instalment  of  1918  taxes,  it  is 
suggested  that  the  taxpayers  entitled  to  credit  based  on  the  appro- 
priate median  shown  in  the  accompanying  tables,  may  recompute 
their  tax  using  a  war  profits  credit  based  on  such  median,  and  file 
claim  for  abatement  for  as  much  of  the  last  instalment  of  the  out- 
standing assessment  as  the  total  tax  assessed  exceeds  the  tax  so 
recomputed.  In  any  case  where  the  amount  already  paid  exceeds 
the  amount  due,  with  the  benefit  of  the  median,  "claim  for  refund 
should  also  be  filed  on  form  46.     (Extract  from  Bulletin  D.) 

Exemptions   reduced   when   return   is   for   less   than    12 

months. — 

Law.  Section  311.  (a)  ....  (2)  ...  .  If  the  tax  [war 
profits  tax]  is  computed  for  a  period  of  less  than  twelve  months  such 
amount  shall  be  reduced  to  the  same  proportion  thereof  as  the  num- 
ber of  months  in  the  period  is  of  twelve  months. 

Regulation If  a  return  is  made  for  a  period  of  less  than 

twelve  months,  the  amount  equal  to  the  average  net  income  for  the 
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prewar  period  plus  or  minus  10  per  cent  of  the  difference  between  the 
average  invested  capital  for  the  prewar  period  and  the  invested  capital 
for  the  taxable  year  shall  be  reduced  to  the  same  proportion  thereof 

as  the  number  of  months  in  the  period  is  of  twelve  months 

The  same  result  is  reached  in  schedule  IV  of  return  form  1120 
by  computing  the  war  profits  credit  for  a  full  year  and  taking  a 
fractional  part  of  the  result (Art.  781.) 

Foreign  corporations — No  specific  exemption. — 

Law.     Section  311.     (e)  A  foreign  corporation  shall  not  be  en- 
titled to  a  specific  exemption  of  $3,000. 


[Former  Procedure] 

Deductions. — Under  the  191 7  law  domestic  corporations  were 
entitled  to  a  specific  deduction  of  $3,000  plus  7  to  9  per  cent  on  in- 
vested capital.  If  not  in  existence  for  the  whole  of  one  year  during 
the  pre-war  period  the  rate  was  8  per  cent.  Individuals  and  partner- 
ships (except  non-resident  aliens)  were  entitled  to  a  specific  deduction 
of  $6,000,  plus  the  7  to  9  per  cent  deduction,  and  if  an  individual  was 
subject  to  both  the  8  per  cent  and  the  graduated  rate,  two  deductions 
of  $6,000  could  be  taken  (Reg.  41,  Art.  36.)  (For  regulations  and 
procedure  under  191 7  law,  see  Income  Tax  Procedure,  1919,  pages 
807-812.) 

Deductions  permitted  when,  for  pre-war  period,  there  either  was 
no  income  or  percentage  of  net  income  on  invested  capital  was  low, 
by  comparison. — 

1917  Law.  Section  205.  "(a)  That  if  the  Secretary  of  the  Treas- 
ury, upon  complaint  finds  either  (i)  that  during  the  prewar  period 
a  domestic  corporation  or  partnership,  or  a  citizen  or  resident  of  the 
United  States,  had  no  net  income  from  the  trade  or  business,  or 
(2)  that  during  the  prewar  period  the  percentage,  which  the  net 
income  was  of  the  invested  capital,  was  low  as  compared  with  the 
percentage,  which  the  net  income  during  such  period  of  representa- 
tive corporations,  partnerships,  and  individuals,  engaged  in  a  like 
or  similar  trade  or  business,  was  of  their  invested  capital,  then  the 
deduction  shall  be  the  sum  of  (i)  an  amount  equal  to  the  same  per- 
centage of  its  invested  capital  for  the  taxable  year  which  the  average 
deduction  (determined  in  the  same  manner  as  provided  in  section 
two  hundred  and  three,  without  including  the  $3,000  or  $6,000  therein 
referred  to)  for  such  year  of  representative  corporations,  partner- 
ships, or  individuals,  engaged  in  a  like  or  similar  trade  or  business, 
is  of  their  average  invested  capital  for  such  year,  plus  (2)  in  the 
case  of  a  domestic  corporation  $3,000,  and  in  the  case  of  a  domestic 
partnership  or  a  citizen  or  resident  of  the  United  States  $6,000. 

"The  percentage  which  the  net  income  was  of  the  invested  capital 
in  each  trade  or  business  shall  be  determined  by  the  Commissioner 
of  Internal  Revenue,  in  accordance  with  regulations  prescribed  by 
him,  with  the  approval  of  the  Secretary  of  the  Treasury.  In  the  case 
of  a  corporation  or  partnership  which  has  fixed  its  own  fiscal  year, 
the  percentage  determined  by  the  calendar  year  ending  during  such 
fiscal  year  shall  be  used." 
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[Former  Procedure — Continued] 

It  could  iiot  be  expected  that  the  Treasury  would  be  able  to 
determine  the  earnings  of  representative  concerns  until  a  considerable 
period  of  time  had  elapsed  after  the  1917  returns  were  due.  The  1917 
law  presented  so  many  new  problems  that  it  required  all  of  the  year 
1918  to  become  familiar  with  it.  By  this  time,  however,  full  informa- 
tion is  available  and  all  taxpayers  whose  pre-war  earnings  were 
abnormally  low  as  compared  with  representative  concerns  in  similar 
lines  of  business  should  apply  for  an  increased  deduction.  In  many 
instances  this  will  make  a  substantial  difiference  in  the  tax.  (Bulletin 
D,  referred  to  on  page  loi,  shows  the  corporations  which  earned  over 
and  under  10  per  cent  during  the  pre-war  period.  Probably  many  of 
those  which  failed  to  earn  10  per  cent  did  earn  9  per  cent.  The  Treas- 
ury can  now  furnish  the  details.  But  it  must  be  remembered  that 
Bulletin  D  does  not  indicate  earnings  of  "representative"  concerns 
because  it  includes  all  corporations  in  each  class.) 

Ruling.  "Smith  bought  a  hotel  business  in  1914  which  had  been 
in  existence  during  the  pre-war  period,  but  he  is  unable  to  ascertain 
what  was  its  average  invested  capital  for  that  period.  What  is  his 
percentage  deduction? 

"He  should  compute  the  tax  in  the  first  instance  on  the  basis  of 
a  seven  per  cent  deduction,  but  may  file  a  claim  (with  explanation) 
for  final  assessment  under  the  provisions  of  section  210  (articles  24 
and  52),  and  if  the  Secretary  of  the  Treasury  is  unable  satisfactorily 
to  determine  the  invested  capital,  the  percentage  deduction  will  be 
computed  at  the  same  rate  per  cent  as  in  the  case  of  representative 
individuals  engaged  in  a  like  or  similar  business."  {Excess  Profits 
Tax  Primer,  1918,  question  18.) 


CHAPTER  VII 

INVESTED  CAPITAL  DESCRIBED— BORROWED 

MONEY 

Both  friends  and  enemies  of  any  tax  based  on  capital 
values,  as  distinguished  from  a  tax  on  net  income,  agree  that 
determination  of  the  base  upon  which  the  tax  must  be  cal- 
culated is  a  most  difficult  problem.  Neither  the  191 7  nor  the 
1918  law  attempts  to  define  "capital."  Both  laws  use  the  term 
"invested  capital"  and  purport  to  define  it,  but  do  so  merely  by 
stating  that  the  term  includes  certain  items  and  that  it  does 
not  include  certain  other  items,  and  thus  leave  much  to  the 
imagination.  It  is  expected  that  as  soon  as  the  country  can 
be  said  to  be  on  a  post-war  basis,  the  excess  profits  tax  will  be 
abandoned  never  to  be  revived  except  in  the  case  of  a  similar 
emergency. 

The  chief  point  of  distinction  between  the  income  and 
profits  taxes  is  that  one  is  based  solely  on  income,  whereas 
the  other  taxes  income  but  is  based  on  capital.  The  sixteenth 
amendment  to  the  Constitution  prescribes  the  limitations  upon 
the  income  tax.  The  profits  taxes  likewise  are  restricted  to 
income  as  referred  to  in  the  sixteenth  amendment,  but  there 
is  no  constitutional  inhibition  against  the  selection  of  the  base 
or  method  of  calculating  a  tax  except  that  due  process  of  law 
must  be  observed  and  that  it  must  be  uniform. 

An  income  tax  is  determined  with  reference  to  the  income 
of  the  taxpayer.  So  is  the  profits  tax,  but  the  latter  attempts 
to  soften  the  burden  by  a  series  of  credits  or  exemptions  some- 
what similar  to  the  exemptions  in  the  income  tax.  If  these 
credits  were  not  uniform  as  applied  to  each  member  of  a 
class  of  taxpayers,  the  law  could  not  be  enforced.  The  profits 
taxes  are  based  on  "invested  capital"  and  the  law  attempts  to 
impose  the  tax  so  that  every  member  of  a  particular  class  will 
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pay  the  same  rate  of  tax  and  have  the  benefit  of  the  same 
exemptions  or  credits. 

As  the  base  of  the  tax  is  invested  capital,  it  would  be  illegal 
if  one  taxpayer  were  allowed  to  compute  his  capital  one  way 
and  another  taxpayer  (owning  similar  property)  another  way. 
This  principle  is  the  basis  of  the  right  which  taxpayers  hav€ 
to  adjust  and  revise  their  book  records  when  such  records 
do  not  reflect  actual  conditions. 

The  most  difficult  question  which  arose  in  determining  a 
method  of  calculating  invested  capital  was  that  of  apprecia- 
tion.   Were  assets  to  be  included  at  cost  or  at  a  valuation? 

There  were  proponents  of  revaluation  at  January  i,  1914 
(the  "pre-war  date"),  for  March  i,  19 13  (the  income  tax 
date),  and,  most  active  of  all,  for  January  i,  1917  (the  date 
at  which  the  excess  profits  tax  became  effective). 

All  dates  were  considered  and  all  were  abandoned.  If 
practicable,  March  i,  191 3,  would  have  been  selected,  but  it 
would  have  involved  an  impossible  task  as  it  meant  the  re- 
valuation of  all  business  property  in  the  United  States  as  of  a 
single  date. 

The  only  alternative  was  cost.  It  is  admitted  that  the  cost 
basis  works  unequally  because  certain  taxpayers  realized  on 
appreciation  prior  to  191 7  while  others  did  not.  It  is  obvious, 
however,  that  those  who  sold  or  incorporated  placed  them- 
selves in  a  different  class  from  those  who  did  neither. 

Those  who  incorporated  have  been  compelled  to  pay  the 
federal  capital  stock  tax  while  those  who  did  not,  have  paid  no 
such  tax.  In  19 18  and  19 19  partnerships  have  paid  no  profits 
taxes,  as  such,  only  corporations  being  subject  thereto. 

There  is  little  to  support  the  contention  that  the  cost  basis 
is  unconstitutional.  If  the  law  were  imposed  on  capital  every 
taxpayer  would  be  permitted  to  compute  his  capital  in  the 
same  way  and  as  of  the  same  time.  But  capital  is  not  taxed 
under  the  profits- tax  laws.  In  order  to  determine  credits  and 
deductions,  certain  assets  are  included  at  cost.  There  have 
been  far  greater  discriminations  in  other  tax  laws.    The  limita- 
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tion  on  interest  deductions,  the  double  taxation  of  dividends, 
the  variance  in  depletion  allowances  (from  nothing  in  the 
1909  law  to  full  allowance  in  the  19 16  law)  are  only  a  few 
of  many  inequalities. 

A  greater  inequality  lies  in  the  restriction  on  the  inclusion 
of  patents  as  invested  capital. 

On  the  whole,  cost  is  probably  as  fair  a  basis  as  can  be 
expected  in  a  law  which  otherwise  is  full  of  inequities.  No 
excess  profits  tax  based  on  "capital"  will  ever  work  equitably 
unless  someone  is  able  to  define  capital  and  then  require  all 
taxpayers  to  apply  the  definition  simultaneously  and  uniformly. 

It  must  not  be  forgotten  that  goodwill  is  property,  and  if 
there  were  a  general  revaluation  of  goodwill  the  amount  col- 
lected under  an  excess  profits  tax  would  be  small. 

Effect  of  additional  invested  capital. — Erroneous  views 
prevail  regarding  the  effect  on  taxes  of  additional  amounts 
of  invested  capital.  The  following  table  shows  that  the  sav- 
ing in  taxes  by  the  introduction  of  additional  invested  capital 
is  not  as  large  as  many  imagine. 

On  each  $100  of  capital  the  saving  in  tax  is  as  follows : 

In  1919 $5.04 

In  1918 7.04 

In  1917  (8%  deduction) 11.09 

In  1917  (7%  deduction) 10.90 

In  1917   (9%  deduction) 11.28 

This  saving  is  in  addition  to  the  net  earnings  (after  taxes) 
from  such  additional  capital. 

The  calculation  assumes  that  the  taxpayer  reports  income 
in  each  bracket,  and  that  in  19 19  there  are  no  profits  from  gov- 
ernment contracts. 

The  saving  as  stated  is  net.  In  each  case  the  profits  tax 
is  decreased  and  the  income  tax  is  increased. 

Computation  of  Invested  Capital 

In  general,  invested  capital  includes  all  assets  acquired  with 
capital  stock,  surplus  or  earnings  except  that  patents,  goodwill, 
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etc.,  acquired  for  capital  stock  must  not  exceed  25  per  cent  of 
the  total  capital  stock  outstanding.  Borrowed  money  is  in 
theory  excluded  from  capital,  which  means  that  in  effect  such 
assets  as  stocks  of  other  corporations  or  municipal  bonds,  if 
acquired  with  the  proceeds  of  borrowed  money,  would  be  de- 
ducted from  capital  and  surplus,  were  it  not  for  section  326 
(c)  which  provides  that  a  certain  proportion  of  "inadmissible" 
assets  may  be  included.  Irrespective  of  borrowed  money  inad- 
missible assets  to  some  extent  may  be  included  [section  325 
(a)]  if  profits  have  been  realized  from  the  sale  thereof,  or  if 
interest  paid  on  indebtedness  incurred  to  carry  or  purchase 
tax-exempt  securities,  has  not  been  allowed  as  a  deduction. 

The  proper  starting  point  for  the  calculation  of  invested 
capital  at  the  beginning  of  the  taxable  year  is  the  aggregate  of 
all  capital  stock,  surplus  and  undivided  profits  accounts,  as 
shown  by  the  books  of  account.  Reserve  accounts  which  rep- 
resent appropriated  surplus,  reserves  for  contingencies  and,  in 
general,  reserves  which  have  been  disallowed  as  income  tax 
deductions  should  be  added.  Corporations  are  entitled  to  in- 
crease their  book  figures  if  certain  assets  have  been  carried 
below  cost,  and  other  adjustments  may  favorably  afifect  the 
amount  of  the  book  value  of  invested  capital. 

To  try  to  ascertain  the  invested  capital  by  adding  together 
certain  asset  and  liability  accounts  is  almost  sure  to  give  an 
incorrect  result  and  to  cause  endless  confusion.  The  author 
therefore  has  adopted  the  method  of  using  the  aggregate  of  the 
book  totals  of  capital  stock  and  surplus  as  a  fixed  base  for 
determining  invested  capital  as  defined  by  the  excess  profits 
tax  law,  adding  thereto  all  permissible  adjustments  and  de- 
ducting therefrom  such  items  as  are  expressly  deductible  under 
the  law. 

Formula  for  ascertaining  invested  capital. — The  adjust- 
ments mentioned  in  the  regulations  and  in  this  book  may  be 
summarized  as  follows:  To  aggregate  of  capital  stock,  sur- 
plus and  undivided  profits  accounts  as  shown  by  the  books  at 
the  beginning  of  the  year : 
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ADD  References 

1 .  Additional  capital  paid  in  during  the  year 180 

2.  Premiums  received  on  capital  stock,  if  not  included  above 

in  surplus 187 

3 .  Reserves  for  inventory  fluctuations,  losses  and  contingen- 

cies   188 

4.  Reserves  for  bad  debts,  federal  income  and  profits  taxes, 

excessive    depreciation    and  other  purposes,   disallowed 

under  income  tax  practice 188,  191,  189 

5 .  Reserves  for  sinking  funds 1 90 

6.  Increase  of  value  of  assets  due  to  restoration  of  tangible 

property  such  as  plant,   when  amount  paid  has  been 

charged  to  expense 128,  140-147 

7.  Appreciation  of  property  values  accrued  before  March  i, 

1913,  realized  in  taxable  year 185 

8.  Appreciation  of  property  values  realized  through  depletion 

and  depreciation  charges  prior  to  taxable  year 185^186 

9 .  Excess  of  property  values  so  far  as  allowable  as  paid-in  sur- 

plus         125-128 

10.  Discounts  on  bonds  sold 144 

DEDUCT 

1 .  Book  value  of  intangible  property  in  excess  of  value  allowed 

by  law 134-136 

2.  Treasury  stock 135,  182-183 

3 .  Depreciation,  depletion  and  obsolescence  not  provided  for 

on  books  or  by  foregoing  adjustments 131-132 

Dividends  paid  out  of  earnings  of  prior  years  and  other  re- 
ductions of  capital  during  the  year 207-210 

Federal  income  and  excess  profits  taxes  from  date  payable  210-21 1, 


191-194 
Any  part  of  surplus  representing  valuation,  revaluation  or 

appreciation  of  assets  not  permitted  by  the  law 121 -124,  185 

Percentage  of  invested  capital  equal  to  percentage  of  in- 
admissible assets  to  total  admissible  and  inadmissible 
assets no,  153 

A  detailed  list  of  adjustments  of  invested  capital  will  be 
found  in  Chapter  VIII. 

Meaning  of  invested  capital. — 

Regulation.  Invested  capital  within  the  meaning  of  the  statute 
is  the  capital  actually  paid  in  to  the  corporation  by  the  stockholders, 
including  the  surplus  and  undivided  profits,  and  is  not  based  upon 
the  present  net  worth  of  the  assets,  as  shown  by  an  appraisal  or  in 
any  other  manner.  The  basis  or  starting  point  in  the  computation 
of  invested  capital  is  found  in  the  amount  of  cash  and  other  prop- 
erty paid  in,  the  valuation  at  which,  such  other  property  may  be  in- 
cluded being  determined  in  accordance  with  the  statute  and  the  reg- 
ulations. The  computation  does  not  stop,  however,  with  such  origi- 
nal entries  or  amounts,  but  also  takes  into  account  the  surplus  and 
undivided  profits  of  prior  years  left  in  the  business.     The  invested 
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capital  of  a  corporation  includes,  generally  speaking,  (o)  the  cash 
paid  in  for  stock,  (b)  the  tangible  property  paid  in  for  stock,  (c) 
the  surplus  and  undivided  profits,  and  (d)  the  intangible  property 
paid  in  for  stock  (to  a  limited  amount),  less,  however,  the- same  pro- 
portion of  such  aggregate  sum  as  the  amount  of  inadmissible  assets 
bears  to  the  total  assets.    Invested  capital  does  not  include  borrowed 

capital The  fair  market  value  of  the  assets  as  of  March  i, 

1913,  has  no  bearing  on  invested  capital (Art.  831.) 

Computation  of  average  invested  capital. — 

Regulation.  For  the  purpose  of  computing  invested  capital 
for  any  period  of  one  year  or  less  each  corporation  shall  add  to- 
gether its  paid-in  capital  and  its  paid-in  or  earned  surplus  and  undi- 
vided profits  (under  whatever  name  it  may  be  called)  as  shown  by 
its  books  at  the  beginning  of  the  period.  The  total  so  obtained 
shall  be  adjusted  (o)  for  any  property  paid  in,  or  for  any  asset 
reflected  in  surplus  and  undivided  profits,  which  is  not  carried  on 
the  books  at  the  valuation  prescribed  by  the  statute  or  by  the  regu- 
lations, and  (b)  for  any  changes  in  paid-in  capital  or  in  paid-in  or 
earned  surplus  and  undivided  profits  (not  including  surplus  and  undi- 
vided profits  earned  during  the  period)  occurring  during  the  period, 

averaged  for  the  time  for  which  such  changes  are  effective 

The  total  so  obtained  and  adjusted  is  the  average  invested  capital  for 
the  period,  unless  the  corporation  at  any  time  during  the  period  held 
any  inadmissible  assets,  in  which  case  such  total  must  be  reduced  by  a 
percentage  thereof  equal  to  the  percentage  which  the  amount  of 
inadmissible  assets  held  during  the  period  is  of  the  total  amount 

of  admissible  and  inadmissible  assets  held  during  the  period 

The  invested  capital  for  any  year  during  the  prewar  period  is  de- 
termined in  the  same  manner  as  for  the  taxable  year.  The  invested 
capital  can  not  be  determined  by  adding  the  amounts  of  the  assets 
of  a  corporation.     (Art.  854.) 

Borrowed  capital. — 

Law.  Section  326.  (b)  As  used  in  this  title  the  term  "in- 
vetted  capital"  does  not  include  borrowed  capital.^ 

The  proceeds  or  cash  equivalents  of  borrowed  money  are 
economic  capital,  just  as  any  assets  form  part  of  one's  economic 
capital.     But  the  liability  incurred  is  a  debt  as  distinguished 

^[Former  Procedure]  The  1917  law  (section  207)  provided  that 
there  should  not  be  included  as  invested  capital  "money  or  other 
property  borrowed." 
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from  capital.    Capital  in  a  commercial  sense  is  what  remains 
after  provision  is  made  for  debts. 

Amounts  left  in  business. — 

Regulation.  Whether  a  given  amount  paid  into  or  left  in  the 
business  of  a  corporation  constitutes  borrowed  capital  or  paid-in  sur- 
plus is  largely  a  question  of  fact.  Thus,  indebtedness  to  stockholders 
actually  cancelled  and  left  in  the  business  would  ordinarily  constitute 
paid-in  surplus,  while  amounts  left  in  the  business  representing  sala- 
ries of  officers  in  excess  of  their  actual  withdrawals,  or  deposit 
accounts  in  favor  of  partners  in  a  partnership  succeeded  by  the  cor- 
poration, will  be  considered  paid-in  surplus  or  borrowed  capital  ac- 
cording to  the  facts  of  the  particular  case.  The  general  principle 
is  that  if  interest  is  paid  or  is  to  be  paid  on  any  such  amount,  or 
if  the  stockholder's  or  officer's  right  to  repayment  of  such  amount 
ranks  with  or  before  that  of  the  general  creditors,  the  amount  so 
left  with  the  corporation  must  be  considered  as  borrowed  capital  and 
be  so  treated  in  computing  invested  capital.     (Art.  813.) 

Other  illustrations. — 

Regulation.  Items  such  as  deposits  or  amounts  due  to  other 
banks  shown  in  the  balance  sheet  of  a  bank,  unexpired  subscriptions 


When  borrowed  money  was  included  as  invested  capital. — The 
gross  injustice  of  restricting  the  amount  of  interest  on  borrowed 
money  which  corporations  might  deduct  under  the  1917  and  previous 
laws  was  happily  cured  in  the  regulations  (only  so  far  as  the  excess 
profits  tax  law  was  concerned)  by  including  as  invested  capital  that 
part  of  the  indebtedness  the  interest  on  which  could  not  be  claimed 
as  an  income  tax  deduction.  The  provision  proved  the  versatility 
of  the  one  who  so  interpreted  the  law.  As  it  worked  out,  the  cor- 
poration which  was  limited  in  its  deduction  was  fortunate,  as  the 
larger  invested  capital  permitted  by  the  regulations  more  than  offset 
the  reduced  deduction  for  interest  paid  on  indebtedness. 

Regulation.  "The  term  'money  or  other  property  borrowed'  as  used 
in  section  207  and  these  regulations  includes  not  only  cash  or  other 
borrowed  property  which  can  be  identified  as  such,  but  current  lia- 
bilities and  temporary  indebtedness  of  all  kinds,  and  any  permanent 
indebtedness  upon  which  the  taxpayer  is  entitled  to  an  interest  de- 
duction in  computing  net  income.  A  corporation  which  under  the 
income  tax  law  is  allowed  to  deduct  only  a  part  of  the  entire  interest 
paid  upon  its  indebtedness,  may  include  in  its  invested  capital  such  a 
proportion  of  its  permanent  indebtedness  as  the  amount  of  interest 
upon  such  indebtedness  which  the  corporation  is  not  allowed  to  deduct 
is  of  the  total  amount  of  interest  paid  upon  such  indebtedness  during 
the  taxable  year."     (Reg.  41,  1918,  Art.  44.) 
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shown  in  the  balance  sheet  of  a  publishing  concern,  etc.,  are  deemed 
liabilities  and  can  not  be  included  in  computing  invested  capital. 
(Art.  814.) 

Ruling.  Principal  stockholder  of  X  corporation  loans  $35,000 
to  corporation  for  one  year.  In  order  to  protect  credit  of  corpora- 
tion, agreement  is  signed  that  lender  shall  be  deferred  to  all  other 
creditors,  lender  to  receive  i  per  cent  additional  interest  in  consid- 
eration. Can  this  $35,000  be  included  in  "invested  capital"  in  nature 
of  preferred  stock,  the  interest  not  being  deducted  as  expense? 
(Answer.)  Your  telegram  April  second.  Question  answered  in 
negative.  (Telegram  of  inquiry  from  Bernhard  Knollenberg,  Rich- 
mond, Ind.,  and  the  reply  thereto  signed  by  Commissioner  Daniel  C. 
Roper,  and  dated  April  4,  1919.) 

In  the  foregoing  case  it  will  be  noted  that  the  stockholder 
received  '^additional"  interest  on  the  loan.  If  no  interest  had 
been  paid  and  loan  was  subordinated  to  the  claims  of  other 
creditors  it  would  seem  that  under  Art.  813  the  amount  could 
have  been  treated  as  invested  capital. 

Preferred  stock  is  capital. — 

Regulation.  Any  interest  in  a  corporation  represented  by  bonds, 
debentures  or  other  securities^  by  whatever  name  called,  including  so- 
called  preferred  stock,  if  with  respect  to  the  payment  of  either  in- 
terest or  principal  it  ranks  with  or  prior  to  the  interest  of  the  general 
creditors,  is  borrowed  capital  and  cannot  be  included  in  computing 
invested  capital.  Any  such  preferred  stock  may,  however,  be  so  in- 
cluded if  it  is  deferred  with  respect  to  the  payment  of  both  in- 
terest and  principal  to  the  interest  of  the  general  creditors.  (Art. 
812.) 

The  provision  of  the  foregoing  regulation  that  so-called 
preferred  stock  must  be  excluded  from  invested  capital  refers 
only  to  what  in  reality  is  a  liability  of  a  corporation.  Pre- 
ferred stock  which  ranks  with  creditors  is  a  debt  and  not 
capital. 

It  has  been  stated  that  the  Treasury  has  under  considera- 
tion a  ruling  to  the  effect  that  any  preferred  stock  which  is  to 
be  retired  through  a  sinking  fund  is  to  be  classed  as  borrowed 
money.  Such  a  ruling  would  not  be  a  correct  interpretation 
of  the  law.  Many  preferred  stocks  now  outstanding  contain 
similar  provisions  which  corporations  have  not  observed. 
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The  test  of  invested  capital  consists  in  whether  or  not  it 
is  at  the  risk  of  the  business. 

No  connection  with  federal  capital  stock  tax  law. — Prior 
to  the  passage  of  the  excess  profits  tax  law  of  March  3,  191 7, 
(repealed),  it  was  considered  likely  that  it  would  be  feas- 
ible to  base  an  excess  profits  tax  law,  to  some  extent  at  least 
and  only  in  the  case  of  corporations,  upon  the  valuations  of 
capital  stock  as  shown  by  the  returns  made  by  corporations  un- 
der the  corporation  excise  tax  law  of  September  8,  191 6,  com- 
monly known  as  the  federal  capital  stock  tax  law.  The  plan 
was  so  impracticable,  however,  that  it  was  almost  immediately 
abandoned.  In  the  excess  profits  tax  laws  of  19 17  and  19 18, 
no  such  intention  is  indicated. 

It  can  be  stated  most  positively  that  no  corporation  which 
has  voluntarily  reported  a  high  valuation  upon  its  capital  stock 
under  the  capital  stock  tax  law  and  no  corporation  whose  capi- 
tal stock  value  has  been  illegally  assessed  at  an  excess  rate 
based  upon  the  former  rules  of  the  Treasury  will  receive 
the  slightest  benefit  therefrom  in  the  determination  of  its  in- 
vested capital  as  called  for  by  the  excess  profits  tax  law. 

And  no  corporation,  which  for  sufficient  or  insufficient 
reasons  has  reported  and  been  assessed  upon  a  low  valuation 
under  the  capital  stock  tax  law,  can  be  embarrassed  thereby  in 
filing  a  return  showing  the  proper  valuation  of  its  invested 
capital  as  called  for  by  the  excess  profits  tax  law. 

Form  1 120,  for  returns  of  corporations,  calls  for  informa- 
tion as  to  the  fair  value  of  the  capital  stock  as  determined  in 
the  last  assessment  of  the  capital  stock  tax,  but  this  is  not  to 
be  understood  as  indicating  that  the  Treasury  regards  such 
valuation  as  affecting  invested  capital. 

Regulation (b)   Section  1000  of  the  statute  imposes  a 

tax  on  the  fair  value  of  the  capital  stock  of  corporations.  As  in  the 
case  of  the  war  profits  and  excess  profits  tax  the  invested  capital 
is  based  upon  the  actual  investment  of  the  stockholders  in  the  cor- 
poration, irrespective  of  the  present  value  of  its  assets,  and  in  the 
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case  of  the  capital  stock  tax  the  fair  value  looks  to  the  present  value 
of  the  corporation's  assets,  irrespective  of  the  amount  of  the  invest- 
ment of  the  stockholders  therein,  the  amount  determined  as  the  fair 
value  of  the  capital  stock  for  the  purpose  of  the  capital  stock  tax 
can  have  no  bearing  upon  the  determination  of  invested  capital. 
(Art.  863.) 

Foreign  corporations. — 

Regulation.  Inasmuch  as  the  war  profits  and  excess  profits  tax 
in  the  case  of  a  foreign  corporation  is  not  based  on  the  invested 
capital  of  the  corporation,  but  is  computed  in  accordance  with  sec- 
tion 328  of  the  statute,^  the  provisions  of  section  326  and  of  articles 
831-870  have  no  application  to  foreign  corporations.  For  the  same 
reason,  when  rendering  a  return  of  income  on  form  11 20  for  a 
foreign  corporation,  no  entry  of  invested  capital  should  be  made 
thereon (Art.  871.) 


'Relief  section,  see  Chapter  XIV. 
[Former  Procedure] 

Invested  Capital — Individuals  1917  Law 
The  invested  capital  of  an  individual  was  most  easily  ascertained 
by  taking  as  a  starting  point  the  capital  account  of  the  proprietor 
as  it  stood  on  his  books  of  account.  Added  to  this  were  any  credit 
balances  representing  undivided  profits,  or  reserves,  which  were  not 
the  equivalent  of  liabilities,  less  any  debit  balances  representing  bal- 
ances due  from  the  proprietor,  losses  sustained  but  not  yet  charged 
oflf,  etc.  Thus  the  proprietor's  net  worth  was  ascertained  by  stating 
actual  assets  at  their  book  value  and  deducting  therefrom  the  actual 
liabilities. 

After  determining  the  amount  of  invested  capital  as  it  appeared 
on  the  books  at  the  beginning  of  the  taxable  year,  the  next  step  was 
to  see  if  the  law  sanctioned  any  increase.  If  any  assets  were  carried 
below  cost  it  was  permissible  to  write  up  the  book  values,  unless  the 
difference  represented  normal  depreciation  allowances.  It  was  also 
permissible  to  include,  as  invested  capital,  assets  which  were  reported 
by  the  taxpayer  to  banks,  mercantile  agencies,  etc.,  even  though  not 
on  the  individual's  business  books. 

Increases  and  decreases  in  capital. — The  regulations  held  that 
profits  earned  by  an  individual  during  the  taxable  year  could  be 
included  in  his  invested  capital. 

Profits  earned  during  taxable  year  may  be  included. — 

Regulation.  "The  restriction  in  respect  of  undivided  profits  earned 
during   the   taxable   year   which    is   imposed    upon    corporations   and 


INVESTED  CAPITAL— BORROWED  MONEY  115 

[Former  Procedure — Continued] 

partnerships  does  not  apply  to  individuals,  and  therefore,  unless 
otherwise  shown,  the  profits  of  the  taxable  year  remaining  in  the 
trade  or  business  will  be  deemed  to  have  arisen  ratably  throughout 
the  year,  and  the  capital  at  the  beginning  of  the  year  may  be  increased 
by  the  total  amount  of  such  profits  remaining  in  the  trade  or  business 
averaged  monthly  over  the  year."     (Reg.  41,  1918,  Art.  69.) 

Invested  Capital — Partnerships  19 17  Law 

The  regulations  held  that  the  rules  as  to  invested  capital,  etc., 
which  applied  to  corporations  also  applied  to  partnerships. 

In  general  the  same  rules  applied  to  individuals,  except  that  the 
accruing  profits  during  the  taxable  year  could  be  added  to  the  invested 
capital  of  individuals,  but  not  to  that  of  partnerships  and  corporations. 

In  order  to  determine  the  invested  capital  of  a  partnership,  as 
a  starting  point  the  aggregate  of  all  accounts  of  general  partners 
reflecting  money  (or  the  equivalent  of  money)  at  the  risk  of  the  business 
should  be  taken.  Partners  sometimes  contribute  marketable  securities 
which  form  part  of  the  firm's  capital.  The  test  is  whether  or  not  the 
securities  are  primarily  at  the  risk  of  the  business  and  whether  or 
not  the  securities  are  or  may  be  employed  in  the  business.  So-called 
loans  from  partners  and  any  other  credit  balances  of  partners'  accounts 
should  be  included. 

In  many  partnerships  separate  accounts  are  kept  representing 
additional  capital  contributions,  undrawn  profits  and  salaries  and 
other  special  matters.  If  such  accounts  do  not  represent  liabilities 
to  the  public  and  are  clearly  at  the  risk  of  the  business,  they  properly 
constitute  part  of  the  firm  capital  just  as  much  as  the  regular  capital 
accounts.  The  special  or  loan  accounts  merely  indicate  the  order  of  priority 
of  liquidation  among  the  partners.  All  the  accounts  are  grouped  together 
when  a  balance  sheet  is  prepared  for  the  use  of  mercantile  agencies, 
banks,  etc. 

If  debit  balances  exist  representing  amounts  due  from  partners, 
the  aggregate  thereof  should  be  deducted  from  the  aggregate  of  the 
credit  balances. 

The  propriety  of  including  borrowed  money  was  seriously  dis- 
cussed in  Congress  and  was  specifically  rejected  (section  207).  In 
the  opinion  of  the  author  the  framers  of  the  law  considered  that  con- 
tributions of  any  kind  from  general  partners  to  the  partnership  would 
form  part  of  the  aggregate  capital  of  the  partnership,  and  would  not 
fall  within  the  category  "money  or  other  property  borrowed." 

Creditors  are  not  concerned  with  mutual  agreements  among 
partners  any  more  than  they  are  with  agreements  among  different 
classes  of  preferred  stockholders.  "What  is  the  aggregate  net  worth 
of  the  partnership  available  for  creditors?"  is  the  question  the  govern- 
ment must  ask. 
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If  bonds  and  other  securities  are  contributed  by  partners  as  part 
of  the  invested  capital  of  the  firm,  there  must  be  no  question  about 
the  availability  thereof  for  the  creditors  of  the  firm.  The  securities 
could  scarcely  be  counted  as  invested  capital  unless  actually  used  in 
the  business.  The  law  provided  that  invested  capital  included  the 
"actual  cash  value  of  tangible  property  paid  in  other  than  cash  for 
....  shares  in  such  partnership."  It  would  appear  that  the  securities 
used  in  the  business  must  have  been  turned  in  for  a  share  in  the 
business.  If  made  subject  to  the  risks  of  the  business  it  would  seem 
that  the  requirements  of  the  law  were  met.  Cash  paid  in  by  general 
partners,  even  though  it  is  merely  credited  to  their  accounts  and 
interest  is  paid  thereon,  unquestionably  forms  part  of  the  invested 
capital  of  the  partnership.  Securities  or  other  tangible  property  paid 
in  for  the  reasonable  requirements  of  the  business  would  also  form 
part  of  the  invested  capital. 

Reserve  for  federal  taxes. — If  withdrawals  by  partners  during  the 
taxable  year  1917  exceeded  accrued  current  earnings  the  excess  reduced 
invested  capital.  The  Treasury  has  held  that  a  reserve  first  should  be 
set  aside  for  accrued  income  and  profits  taxes  before  profits  could  be 
distributed  (Art.  1542),  but  it  also  holds  that  such  reserves  may  be  in- 
cluded in  the  computation  of  invested  capital  until  such  taxes  become 
due  and  payable.     (Art.  845.) 

As  income  and  profits  taxes  for  1917  did  not  become  due  and  payable 
until  some  time  in  1918  no  deductions  should  have  been  made  from 
invested  capital  on  account  of  partners'  withdrawals  unless  the  current 
earnings   (before  providing  for  taxes)    were  exhausted. 

Cash  value  of  insurance  policies. — If  life  insurance  has  been 
carried  by  partners  for  the  benefit  of  the  firm,  the  cash  value  of  the 
policies  was  held  to  constitute  part  of  the  invested  capital.  (But  if 
the  fair  value  of  the  policies  exceeded  the  cash  surrender  value  there 
would  seem  to  be  no  good  reason  why  such  fair  value  should  not  be 
included  in  invested  capital.  For  full  discussion  of  this  point,  see 
page  143.) 

Procedure  under  1917  law. — For  details  regarding  procedure  to 
be  followed  by  individuals  and  partnerships  under  the  191 7  law,  see 
Income  Tax  Procedure,  1917  and  1918  editions  and  supplements  thereto. 


CHAPTER  VIII 

INVESTED  CAPITAL— ADJUSTMENT  OF  ASSET 

VALUES 

The  law  prescribes  what  may  and  what  may  not  be  in- 
cluded in  invested  capital  and  the  basis  of  valuation  of  such 
assets  as  are  included.  An  important  part  of  the  preparation 
of  corporation  tax  returns  is  the  adjustment  of  book  values. 
The  adjustment  of  asset  accounts  correspondingly  affects  capi- 
tal stock  and  surplus  accounts. 

Books  need  not  reflect  adjustments. — It  is  not  necessary 
that  the  books  should  reflect  the  adjustments  required  for  the 
tax  return. 

Regulation,  (a)  The  invested  capital  as  here  defined  may  dif- 
fer from  the  capital  as  shown  on  the  books  of  the  corporation.  In 
such  event  no  changes  should  be  made  in  the  books  themselves.  The 
corporation  should,  however,  in  all  cases  keep  a  permanent  record 
of  the  adjustments  which  are  made  in  computing  invested  capital. 
(Art.  863.) 

Reconciliation  statement  helpful. — Whenever  it  is  impos- 
sible to  prepare  the  excess  profits  and  income  tax  returns  di- 
rectly from  the  face  of  the  books  of  account,  it  is  most  impor- 
tant to  retain  an  accurate  and  detailed  memorandum  showing 
the  relation  between  the  items  on  the  several  records.  If  the 
two  records  are  not  reconciled  it  is  very  easy  to  make  an 
error  which  may  cause  a  loss  to  the  taxpayer  or  to  the  govern- 
ment. A  draft  form  of  reconciliation  of  invested  capital  be- 
tween books  and  returns  is  given  on  the  following  page. 
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RECONCILEMENT  OF  BOOK  CAPITAL  WITH  INVESTED 
CAPITAL  AS  DEFINED  IN  THE  1918  LAW 

Fiscal  Year  Ended 1919 

Corporations  which  are  holding  or  controlling  companies 

must  use  consolidated  figures.* 
The  article  numbers  cited  below  refer  to  Regulations  45. 

Invested  Capital  at  beginning  of  fiscal  year  according 
to  the  books: 
(When  stating  total  amount  of  invested  capital  according 
to  the  books  disregard  the  asset  side  of  the  balance 
sheet. ) 

Page 
References 

101.  Capital  Stock 180-184 

102.  Premium  realized  on  Capital  Stock 187 

103  .     Earned  Surplus  (while  Surplus  is  added,  any  Deficit  should 

not  be  deducted) 1 84-1 85 

104 .  Paid-in  Surplus 1 86 

Adjustments  to  be  Added: 

105.  Dividends  Payable  **  (see  item  134)  (Art.  858) 207-208 

106.  Reserve  for  Accrued  Preferred  Stock  Dividends  (see  item 

134)  (Art.  858) 207-208 

107.  Reserve  for  Accrued  Federal  Income  and  Excess  Profits 

Taxes  **  (see  item  135)  (Art.  845) 191    , 

108 .  Reserve  for  Uncollectible  Accounts  or  Bad  Debts** 188'^ 

109.  Reserve  for  Losses  and  Contingencies** 188  ^ 

1 10.  Reserve  for  Sinking  Fund 190  ^, 

111.  Appreciation  realized  through  depreciation  or  depletion  / 

prior  to  taxable  year  (Art.  844) 185,  186    / 

112.  Appreciation  accrued  prior  to  March  i,  1913,  but  realized 

in  the  taxable  year**  (Art.  844) 185 

113.  Cash  surrender  value  of  life  insurance  if  not  on  the  books 

(Art.  846) 143-144 

114.  Cost  less  accrued  depreciation  of  plant  assets  charged  to 

Expense  Account  but  still  owned  and  in  active  use 

(Art.  840) 128,  140-147     v/ 

115.  Depreciation  charged  on  the  books  in  excess  of  deductions 

allowed    on   tax   returns   and    excessive    depreciation 

charged  off  before  1909  (Arts.  840  and  842) 189    ^^ 

116.  Excess  of  cash  value  of  tangible  property  at  date  acquired 

over  book  value  at  same  date  when  not  acquired  with 

stock  (Art.  837) 126,  127     ^ 

117.  Excess  of  cash  value  of  tangible  property  when  acquired 
■  with  stock  at  date  acquired,  over  book  value  at  same 

date  (Art.  836) 126 

118.  Excess  of  cash  value  of  intangible  property  purchased 

over  book  value  at  same  date  (Art.  851) 135-136        / 

119.  Depreciation  of  goodwill,  patents  and  copyrights,  pro- 

vided book  value  plus  this  adjustment  does  not  exceed 

legal  limitation  (Art.  843) 149-151 

1 20 .  Federal  Income  and  Excess  Profits  Taxes  refunded  t  •  ■  •  • 

121.  Capital  Stock  (including  any  premium  realized)    added 

during  fiscal  year,  exclusive  of  current  earnings  t  (Arts. 

850  and  853) 180 

122.  Amortization  under  Munitions  Tax  Act,  if  charged  off  on 

books 196-197 

1 23  ,     Discounts  on  Bonds  Sold 144 

124.  Total  (sum  of  items  loi  to  123) 

n8 


Adjustments  to  be  Deducted: 

125.  Portion  of  book  value  at  date  acquired  of  intangible  pro-      / 

perty  in  excess  of  cash  value  at  same  date,  when  not  >/     '^ 
acquired  with  stock  (Art.  831) no,  134-136 

126.  Portion    of    book    value    at    date    acquired    of   tangible 

property  in  excess  of  actual  cash  value  at  same  date, 

when  not  acquired  for  stock  (Art.   831) no,  134-136 

127.  Portion  of  book  value  at  date  acquired  of  tangible  proper- 

ty in  excess  of  cash  value  at  same  date  when  acquired 

with  stock    (Art.    831) 110,120 

128 .  Portion  of  book  value  at  date  acquired  of  intangible  prop- 

erty purchased  with  stock  in  excess  of  the  lowest  of  the 
following  figures: 

(a)  Actual  cash  value  of  asset  at  date  acquired,  or. .  .  . 

(b)  Par  value  of  stock  issued  therefor,  or 

(c)  25%    of    par    value    of    total    stock    outstanding 

March    3,    191 7,   or   beginning   of  taxable  year 

(Arts.  851  and    865) 134-135,  221 

129.  Treasury  stock  acquired  by  gift  or  for  consideration  sub- 

stantially less  than  par,  deduct  par  (Art.  861) 182 

130.  Cost  (or  book  value,  if  different  from  cost)  of  Treasury 

Stock  held  at  the  beginning  of  the  taxable  year  (See 

form  1 1 20)  (Art.  862) 182 

131.  Depreciation,  depletion  and  obsolescence  not  provided 

for  on  the  books,  except  as  covered  by  previous  de- 
ductions   (Art.    839) 131-132 

132.  Value  appreciation  credited  on  the  books  not  subject  to 

income  tax  except  as  in  11 1,1 12  and  113  (Art.  844) 189-190 

133.  Capital  stock  reduced  during  fiscal  year  by  distributions 

to  stockholdersf  (Art.  860) 195-196 

134.  Dividends  paid  during  fiscal  year  out  of  earnings  of  prior 

yearst    (Art.  858) 208 

135.  Federal  income  and  excess  profits  taxes  paid  out  of  earn- 

ings of  prior  yearsf    (Arts.  845  and  845A) 210-21 1,  191-194 

136.  Dividends  charged  to  depreciation  and  depletion  reserves 

(Art.  1549),  Inccme  lax  Prccedure,  1920,  pace 468 

137.  Discounts  on  capital  stock  (Art.  831) 145-146 

138.  Percentage  of  invested  capital  equal  to  percentage  of  in- 

admissible assets  to  total  assets  (Arts.  831  and  852)..  .       no,  153 

139- 
140. 


Total  adjustments  to  be   deducted    (sum    of   items 

125  to  139) ; 

141 .     Adjusted  invested  capital  (item  124  minus  item  140) .... 


•  Lut  not  inch  ding  tl.e  invested  c.pital  of  any  ;  ffi.iated  ccrporation  crgai  ized  after 
August  I,  1914,  and  not  successor  to  a  then  existing  businers,  50  per  cent  or  more  of  whose 
gross  income  was  derived  from  government  contracts  or  sub-contracts  made  between  April 
6,  igi7,  and  November  11,  191 8.  Such  corporation  shall  be  assessed  reparately.  (Section 
340.)  If  corporation  has  undergone  reorganization,  consolidation  or  change  of  ownership 
since  January  i,  191 1,  or  has  been  organized  subsequent  to  March  3,  191 7,  see  sections 
330  and  331. 

**Amounts  to  be  added  are  the  balances  in  these  accounts  at  the  beginning  of  the 
fiscal  year. 

fThis  amount  should  be  such  percentage  of  the  amount  received  or  paid  as  the  percent- 
age which  the  number  of  days  remaining  in  the  fiscal  year  including  date  of  payment  bears 
to  365  days.     (In  case  of  item  >3  5  use  due  dates  of  instalments.) 
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Tangible  Property 

Assets  are  first  divided  into  tangible  and  intangible  prop- 
erty. Tangible  property  may  or  may  not  be  included  in  in- 
vested capital;  likewise  intangible  property  may  be  included 
or  excluded. 

Tangible  property  is  divided  into  admissible  and  inad- 
missible assets. 

There  is  no  short  method  of  determining  invested  capital. 
It  will  be  necessary  to  analyze  every  item  on  a  balance  sheet, 
and  then  to  ask  the  question :  "Has  the  corporation  any  assets 
that  should  be  included,  which  have  been  written  off  or  have 
never  appeared  on  the  books?" 

Tangible  property  which  may  be  fully  included  in  invested 
capital.^ — The  word  "tangible"  means  something  which  may 
be  touched.  As  defined  in  the  law  the  term  includes  many 
items  which  ordinarily  would  not  be  classed  as  tangible  prop- 
erty. 

Law.  Section  325.  (a)  .  .  .  .  The  term  "tangible  property" 
means  stocks,  bonds,  notes,  and  other  evidences  of  indebtedness,  bills 
and  accounts  receivable,  leaseholds,  and  other  property  other  than 
intangible  property; 

Tangible  assets,  bought  for  cash,  are  assumed  to  have 
been  worth  the  purchase  price.  When  bought  with  stock  the 
assets  must  be  valued  at  their  cash  value  at  time  of  transfer. 
Subsequent  appreciation  in  value  must  not  be  added  to  original 


'[Former  Procedure] 

1917  Regulations.  "The  following  classes  of  property,  when  paid 
in  for  stock  or  shares  in  a  corporation  or  partnership,  will  be  regarded  as 
tangible  property  so  paid  in : 

(a)  Stocks. 

(b)  Bonds. 

(c)  Bills  and  accounts  receivable. 

(d)  Notes  and  other  evidences  of  indebtedness. 

(e)  Leaseholds. 

"But  when  a  corporation  pays  for  intangible  property  by  the  issu- 
ance of  its  own  stock  or  bonds,  this  will  not  be  regarded  as  being  a 
payment  bona  fide  made  in  cash  or  tangible  property  within  the 
meaning  of   section  207."    (Reg.  41.   i9i8,  Art.  47.) 
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values.  If  actual  value  of  property  at  time  it  was  transferred 
to  the  corporation  was  in  excess  of  stock  issued  therefor,  the 
excess  above  par  may  be  considered  as  paid-in  surplus. 

All  tangible  property,  however,  cannot  be  included  as  in- 
vested capital.  Generally  speaking,  the  items  of  tangible  prop- 
erty which  must  be  deducted  are  the  so-called  "inadmissible" 
assets,  viz.,  stocks  and  tax-exempt  bonds,  though  under  certain 
conditions  these  inadmissible  assets  are  included  as  invested 
capital.* 

Appreciations  in  values  must  not  be  included. — Unless 
there  has  been  a  sale  or  transfer  of  assets  to  a  new  owner, 
no  appreciation  in  values  can  be  used  in  stating  invested 
capital.^  If  there  has  been  no  sale  to  an  outside  interest, 
there  has  been  no  realization  of  the  increases  in  values.  With- 
out a  bona  fide  realization  there  can  be  no  trustworthy  measure 
of  the  alleged  appreciation. 

There  is  an  apparent  exception  to  the  foregoing  in  the 
case  of  corporations  organized  before  March  3,  191 7.  In 
all  such  cases,  however,  there  must  have  been  a  formal  transfer 
of  title  to  property. 

The  disallowance  of  estimated  appreciation  does  not  work 
a  comparative  hardship  in  most  cases,  although  many  think 
that  persons  who  have  recapitalized  or  sold  out  have  derived 
some  special  benefit  therefrom  as  compared  with  those  who 
have  retained  their  pre-war  status. 
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'See  Chapter  IX,  "Inadmissible  Assets." 

^[Former  Procedure]  The  1917  law  [section  207  (a)]  permitted  a 
revaluation  of  tangible  property  as  of  January  i,  1914,  but  the  restric- 
tions were  such  that  the  section  did  not  permit  of  an  increase  in  the 
invested  capital  of  many  corporations. 

Regulation.  "Tangible  property  paid  in  for  stock  or  shares  prior 
to  January  i,  1914,  must  be  valued  at  either  (a)  the  actual  cash  value 
of  such  property  on  January  i,  1914,  or  (b)  the  par  value  of  the 
stock  or  shares  specifically  issued  therefor,  whichever  is  lower.  This 
is  one  of  the  few  cases  in  which  the  law  permits  allowance  to  be  made 
for  appreciation,  and  here  no  appreciationi  can  be  recognized  unless 
the  original  stock  or  shares  were  specifically  issued  in  exchange  for 
such  tangible  property."     (Reg.  41,  1918,  Art.  55.) 
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In  the  case  of  sale : 

1.  There  must  have  been  an  actual  change  of  ownership 
or  no  possible  benefit  accrues. 

2.  The  sellers,  if  they  sold  out  at  prices  substantially 
greater  than  book  values,  must  account  for  the  excess  realized 
and  pay  income  taxes  thereon. 

3.  The  buyers,  having  hazarded  new  capital  in  what  to 
them  is  a  new  enterprise,  are  entitled  to  consider  as  invested 
capital  the  full  amount  of  the  new  capital  employed. 

4.  The  amount  of  new  capital  automatically  equalizes 
matters,  because  if  by  any  chance  the  buyer  pays  an  inflated 
price  and  thereby  will  receive  exemption  on  an  inflated  amount 
of  invested  capital,  the  seller  (who  has  realized  the  inflated 
price)  must  account  for  a  like  amount  of  profit. 

5.  It  is  true  that  there  was  no  income  tax  burden  on  the 
sellers  who  sold  out  before  March  i,  191 3,  and  in  a  compara- 
tively few  cases  a  large  benefit  now  accrues  to  such  persons, 
but  transactions  which  took  place  many  years  ago  were  not 
influenced  by  the  imminence  of  income  and  excess  profits  taxes 
and  they  cannot  be  fairly  penalized  now  for  avoiding  some- 
thing which  no  one  foresaw. 

Furthermore  the  parties  to  the  ancient  transactions  may 
have  reinvested  and  lost  the  realizations  of  those  times  or  may 
have  reinvested  in  other  enterprises  now  paying  heavy  taxes. 

If  all  items  properly  classed  as  invested  capital  tangible  and 
intangible  could  be  reappraised  as  of  March  i,  191 3,  or  Janu- 
ary I,  19 1 8,  there  would  be  such  an  increase  in  values  that 
the  rates  of  tax  would  have  to  be  greatly  increased  to  raise 
the  same  amount  of  revenue. 

Reappraisals  which  exclude  appreciation  are  permitted, — 
As  heretofore  stated  each  taxpayer  has  the  same  privilege  as 
every  other  taxpayer  as  to  what  may  be  included  in  invested 
capital.  If  a  corporation  wrote  down  its  plant  values  to  $1 
in  1908,  it  may  in  19 19  or  any  other  year  restore  to  its  books 
the  actual  cost  of  the  plant,  less  normal  depreciation.     Addi- 
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tlons  or  new  buildings  may  have  been  charged  to  maintenance, 
excessive  depreciation  may  have  been  charged  off  or  in  many 
other  ways  the  books  of  account  on  January  i,  19 17  (the 
date  when  the  excess  profits  tax  became  effective),  may  have 
failed  to  reflect  the  items  of  tangible  property  permitted  by 
the  law  to  be  included  in  invested  capital. 

In  other  words,  corporations  may  set  up  on  their  books 
full  plant  values  at  January  i,  191 7,  so  long  as  no  element  of 
appreciation  is  included  in  th'e  revaluation. 

Ruling.  Receipt  is  acknowledged  of  your  letter  of  May  15, 
1919. 

"Is  it  possible  to  revalue  a  plant  property  for  inclusion  in 
invested  capital  on  a  basis  of  its  actual  worth  as  of  March  i, 
1913,  based  upon  cost  less  depreciation  as  of  that  date  and  to 
include  property  purchased  since  that  time  at  cost  less  depre- 
ciation ?" 

You  are  advised  that  if  a  taxpayer  is  of  the  opinion  that  the 
book  value  of  his  plant  does  not  present  its  correct  valuation,  due 
either  to  charging  off  excessive  depreciation  in  prior  years  or  charg- 
ing to  expense,  items  which  properly  should  have  been  charged  to 
some  asset  account,  he  may  in  accordance  with  the  procedure  out- 
lined in  articles  840  and  841  of  Regulations  45,  final  edition,  re- 
value such  plant  and  adjust  his  invested  capital  accordingly.  In 
this  connection,  it  should  be  noted  that  certain  items,  such  as  ex- 
perimental expenses,  patent  litigation,  development  of  good  will, 
through  advertising  or  otherwise,  etc.,  which  were  charged  to  oper- 
ating expenses  when  made,  cannot  now  be  changed  to  capital  ex- 
penditures for  invested  capital  purposes  for  the  reason  that  a  charge 
of  this  character  against  income  or  capital  at  the  time  made  is 
optional  and  therefore  cannot  be  changed  after  the  option  is  exer- 
cised. 

It  must  be  borne  in  mind  that  the  above  referred  to  articles 
should  not  be  construed  to  mean  that  the  taxpayer  may  exercise 
the  option  of  revaluing  his  property  as  it  exists  today  for  the  pur- 
pose of  adjusting  his  invested  capital  in  accordance  with  its  present 
market  valuation. 

If  a  taxpayer  desires  to  appraise  his  property,  there  will  be 
no  objections  on  the  part  of  this  office,  but  it  must  be  understood 
that  in  the  revaluation  of  any  property,  the  price  at  which  such 
property  was  acquired  or  its  cost  at  the  time  of  its  construction, 
plus  any  additions  or  betterments  and  less  proper  depreciation  up 
to  the  time  of  its  valuation  will  be  the  basis  upon  which  such  prop- 
erty can  be  included  in   invested  capital.     The   fair  market  value 
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of  the  assets  as  of  March  i,  1913,  has  no  bearing  on  invested  capital. 
Invested  capital  within  the  meaning  of  the  statute  is  capital  actually 
paid  in  to  the  corporation  by  the  stockholders,  including  the  sur- 
plus and  undivided  profits,  and  is  not  based  upon  the  present  market 
value  of  the  assets,  as  shown  by  an  appraisal  or  in  any  other  man- 
ner. (Letter  to  J.  V.  Rourke,  New  York,  from  Commissioner  Roper, 
July  15,  1919.) 

Capital  invested  at  March  i,  191 3. — It  is  now  settled  prac- 
tice that  for  income  tax  purposes  assets  may  be  appraised  or 
reappraised  at  fair  market  value  as  of  March  i,  1913,  and 
such  values  may  be  set  up  on  the  books  of  a  corporation.  For 
the  purposes  of  the  federal  income  tax  the  revaluations  will  be 
used  as  a  basis  for  the  determination  of  profits  or  losses  when 
realizations  take  place  and  for  subsequent  calculations  of  de- 
preciation, obsolescence  and  depletion. 

But  such  values  have  not  been  recognized  as  invested  capi- 
tal in  the  excess  profits  tax  laws  of  1917  and  1918. 

Senator  Simmons  in  reporting  the  Senate  draft  of  the 
1918  revenue  bill  said:* 

Speaking  generally,  assets  are  valued,  for  the  purpose  of  deter- 
mining invested  capital,  at  the  price  paid  in  acquiring  them  without 
recognition  of  subsequent  appreciation.  Weighty  arguments  have 
been  presented  in  favor  of  abandoning  this  rule  and  valuing  property 
acquired  before  March  i,  1913,  as  of  that  date.  But  the  committee 
believes  that  such  a  method  would  be  impracticable;  that  it  would 
impose  upon  the  Treasury  Department  the  impossible  task  of  valuing 
nearly  all  of  the  durable  property  of  the  country  as  of  a  date  nearly 
six  years  in  the  past.  The  present  statutory  rule  works  well  in  a 
large  majority  of  cases.  The  remaining  cases,  in  which  it  works 
injustice,  can  and. should  be  cared  for  by  adequate  relief  provisions 
which  the  committee  has  carefully   formulated  and  recommends. 

It  must  be  remembered,  however,  that  the  only  purpose  of 
the  refusal  to  recognize  values  existing  at  March  i,  1913,  was 
to  eliminate  appreciation  in  values.  There  was  no  intention  to 
deny  the  right  of  a  corporation  \o  restore  values  which  had  at 
oiie  time  existed  but  had  been  written  off  or  written  down 
through  ignorance  or  ''ultra  conservative  methods  of  book- 


*Finance  Committee  report,  page  11. 
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keeping."  In  the  latter  case  the  restoration  of  proper  values 
at  March  i,  191 3,  is  not  inhibited  by  the  law. 

Regulation The  fair  market  value  as  of  March  1,  1913, 

has  no  bearing  on  the  determination  of  the  invested  capital  of  a 
corporation  for  the  purpose  of  the  war  profits  and  excess  profits 
tax (Art.  1561.) 

Adjustment  of  asset  values  resulting  in  paid-in  surplus. — 
The  term  "paid-in  surplus"  is  used  to  distinguish  the  account 
from  surplus  arising  from  the  operations  of  the  corporation. 

If  assets  worth  $10,000  are  acquired  for  $5,000  par  value 
of  capital  stock,  the  proper  accounting  procedure  for  reflecting 
this  transaction  on  the  books  is  to  debit  asset  accounts  $10,000, 
and  to  credit  capital  stock  $5,000  and  capital  (or  paid-in)  sur- 
plus $5,000. 

When  capital  stock  has  been  issued  for  an  amount  less  than 
the  actual  value  of  assets  acquired  at  that  time  and-  the  assets 
have  been  undervalued  on  the  books,  it  is  permissible  under  the 
1918  law  and  the  1918  regulations  to  rectify  the  books  of 
account  as  of  the  beginning  of  the  taxable  year. 

If  assets  have  appreciated  in  value  since  the  capital  stoc 
was  issued  in  exchange  therefor,  the  law  specifically  forbids 
any  reflection  thereof  so  far  as  it  affects  the  determination  of 
invested  capital.  

Law.  Section  326.  (a)  (2)  Actual  cash  value  of  tangible  prop- 
erty, other  than  cash,  bona  fide  paid  in  for  stock  or  shares,  at  the 
time  of  such  payment,  but  in  no  case  to  exceed  the  par  value  of  the 
original  stock  or  shares  specifically  issued  therefor,  unless  the  actual 
cash  value  of  such  tangible  property  at  the  time  paid  in  is  shown 
to  the  satisfaction  of  the  Commissioner  to  have  been  clearly  and 
substantially  in  excess  of  such  par  value,  in  which  case  such  excess 
shall  be  treated  as  paid-in  surplus:  Provided,  That  the  Commissioner 
shall  keep  a  record  of  all  cases  in  which  tangible  property  is  in- 
cluded in  invested  capital  at  a  value  in  excess  of  the  stock  or  shares 
issued  therefor,  containing  the  name  and  address  of  each  taxpayer, 
the  business  in  which  engaged,  the  amount  of  invested  capital  and 
net  income  shown  by  the  return,  the  value  of  the  tangible  property 
at  the  time  paid  in,  the  par  value  of  the  stock  or  shares  specifically 
issued  therefor,  and  the  amount  included  under  this  paragraph  as 
paid-in   surplus.     The  Commissioner  shall   furnish  a  copy  of   such 
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record  and  other  detailed  information  with  respect  to  such  cases 
when  required  by  resolution  of  either  House  of  Congress,  without 
regard  to  the  restrictions  contained  in  section  257.'' 

/  The  regulations  give  details  of  evidence  to  be  submitted 

in  substantiation  of  a  claim  regarding  paid-in  surplus.^ 

Regulations.     Evidence  offered  to  support  a  claim  for  ^paid-in 
surplus  must  be  as  of  the  date  of  the  payment,  and  may  consist  among 
other  things  of   (o)   an  appraisal  of  the  property  by  disinterested 
authorities  made  on  or  about  the  date  of  the  transaction;  (&)  cer- 
1  tification  of  the  assessed  value  in  the  case  of  real  estate;  and  (c) 

proof  of  a  market  price  in  excess  of  the  par  value  of  the  stock  or 
shares.  The  additional  value  allowed  in  any  case  is  confined  to  the 
value  definitely  known  or  accurately  ascertainable  at  the  time  of 
payment.  No  claim  will  be  allowed  for  a  paid-in  surplus  in  a  case 
in  which  the  additional  value  has  been  developed  or  ascertained 
subsequently  to  the  date  on  which  the  property  was  paid  in  to  the 
corporation,  or  in  respect  of  property  which  the  stockholders  or  their 
agents  on  or  shortly  before  the  date  of  such  payment  acquired  at  a 
bargain  pri(;e,  as  for  instance,  at  a  receiver's  sale.  Generally,  allow- 
able claims  under  this  article  will  arise  out  of  transactions  in  which 
there  has  been  no  substantial  change  of  beneficial  interest  in  the 
property  paid  in  to  the  corporation,  and  in  all  cases  the  proof  of 
value  must  be  clear  and  explicit.     (Art.  836.) 

Where  it  is  shown  by  evidence  satisfactory  to  the  Commissioner 
that  tangible  property  has  been  paid  in  by  a  stockholder  to  a  cor- 
poration as  a  gift  or  at  a  value  definitely  known  or  accurately 
ascertainable  as  of  the  date  of  such  payment  clearly  and  substantially 
in  excess  of  the  cash  or  other  consideration  paid  by  the  corporation 
therefor,  then  the  amount  of  the  excess  shall  be  deemed  to  be  paid-in 


'Section  257  restricts   the  publication,  of  returns. 

•[Former  Procedure] 

Regulation.  "Where  it  can  be  shown  by  evidence  satisfactory  to  the 
Commissioner  of  Internal  Revenue  that  tangible  property  has  been  con- 
veyed to  a  corporation  or  partnership  by  gift  or  at  a  value,  accurately 
ascertainable  or  definitely  known  as  at  the  date  of  conveyance, 
clearly  and  substantially  in  excess  of  the  cash  or  the  par  value  of  the 
stock  or  shares  paid  therefor,  then  the  amount  of  the  excess  shall  be 
deemed  to  be  paid-in  surplus.  The  adopted  value  shall  not  cover 
mineral  deposits  or  other  properties  discovered  or  developed  after 
the  date  of  conveyance,  but  shall  be  confined  to  the  value  accurately 
ascertainable  or  definitely  known  at  that  time. 

"Evidence  tending  to  support  a  claim  for  a  paid-in  surplus  under 
these  circumstances  must  be  as  of  the  date  of  conveyance,  and  may 
consist,  among  other  things,  of  (i)  an  appraisal  of  the  property  by 
disinterested  authorities,  (2)  the  assessed  value  in  the  case  of  real 
estate,  and  (3)  the  market  price  in  excess  of  the  par  value  of  the 
stock  or  shares."     (Reg.  41,  1918,  Art.  63.) 
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surplus.     Substantially  the  same  kind  of  evidence  will  be  required 
under  this  article  as  under  article  836 (Art.  837.) 

Taxpayers  claiming  the  benefit  of  section  326  (a-2)  are 
required  to  submit  evidence  to  support  their  claims.  The 
Commissioner  has  prepared  elaborate  forms  to  be  used  by 
claimants,  which  will  be  furnished  upon  application.  The 
information  required  concerns  chiefly  the  basis  of  appraisals; 
values  at  which  property  was  assessed  for  local  taxation;  de- 
tails of  values  entered  on  the  books ;  reports  on  sales  of  similar 
property  in  same  vicinity  within  one  year  prior  and  one  year 
subsequent  to  date  of  acquisition;  questions  as  to  litigation, 
decedents'  estates,  partnerships,  accountings,  etc.,  in  which 
values  might  have  appeared;  clear  evidence  that  values  were 
known  at  time  of  acquisition  and  were  not  based  on  subsequent 
discoveries;  and,  in  general,  proof  sufficient  to  convince  the 
Commissioner  that  the  effort  to  upset  one's  own  book  values  is 
made  on  good  grounds  and  in  good  faith. 

Depreciation  of  assets  represented  by  paid-in  sur- 
plus TO  be  treated  same  as  depreciation  of  any  other 
asset. 

Ruling.  Reference  is  made  to  your  letter  of  March  18,  relative 
to  paid-in  surplus  representing  value  of  property  in  excess  of  the 
consideration  paid  therefor. 

In  reply  you  are  informed  that  paid-in  surplus  representing  tan- 
gible property  need  not  be  reduced  by  reason  of  depreciation  of  the 
property  in  question.  All  adjustments  necessary  on  account  of  in- 
adequate or  excessive  depreciation  should  be  made  in  connection 
with  earned  surplus  or  undivided  profits.  Therefore,  if  a  corpora- 
tion is  properly  entitled  to  add  to  its  invested  capital  in  the  form 
of  paid-in  surplus  an  amount  representing  excess  in  value  of  prop- 
erty, over  the  consideration  paid  therefor,  either  under  article  63 
of  Regulations  41,  relative  to  the  Revenue  Act  of  1917,  or  under 
articles  836  and  837  of  Regulations  45,  relative  to  the  Revenue  Act 
of  1918,  such  paid-in  surplus  need  not  be  reduced  on  account  of 
depreciation  of  the  property  on  which  the  ■excess  value  is  claimed. 
It  should  be  borne  in  mind,  however,  that  while  paid-in  surplus  as 
indicated  above  need  not  be  reduced  on  account  of  depreciation, 
such  adjustment  must  be  made  in  earned  surplus  or  undivided  profits, 
and  the  computation  must  be  based  not  on  the  cash  paid  or  stock 
issued  for  the  property,  but  on  its  actual  value  at  the  time  acquired 
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for  the  purpose  of  computing  the  allowable  addition  to  paid-in  sur- 
plus. (Letter  to  Leslie,  Banks  &  Co.,  New  York,  N.  Y.,' ^signed  by 
Commissioner  Daniel  C,  Roper,  and  dated  April  14,  1919.) 

The  ruling  accords  with  good  accounting  practice.  If 
property  purchased  for  $10,000  in  stock  is  proved  to  have 
been  worth  $20,000,  the  additional  value  will  be  debited  to 
property  and  credited  to  paid-in  surplus.  When  annual  de- 
preciation is  charged  it  could  not  be  debited  to  paid-in  sur- 
plus. If  so  it  would  diminish  invested  capital  and  current 
operating  costs  would  not  be  properly  debited. 

When  book  value  of  assets  may  be  increased. — Plant  and 
similar  accounts  may  be  adjusted  when  excessive  depreciation 
has  been  written  off,  and  in  certain  cases,  assets,  the  cost  of 
which  was  charged  to  expense,  may  be  restored  to  invested 
capital.     The  following  rules  must  be  observed: 

Regulations.  A  corporation's  books  of  accounts  will  be  pre- 
sumed to  show  the  facts.  If  it  claims  that  its  capital  or  surplus  ac- 
count is  understated  the  burden  of  proof  will  rest  upon  it.  Addi- 
tions to  such*  accounts  will  be  accepted  to  the  following  extent:'^ 


'[Former  Procedure] 

Regulation.  "Such  additions  will  be  accepted  only  to  the  extent 
and  under  the  conditions  stated  below: 

"(i)  Amounts  which  have  been  expended  in  the  past  for  the 
acquisition  of  plant,  equipment,  tools,  patterns,  furniture,  fixtures,  or 
like  tangible  property,  having  a  useful  life  extending  substantially 
beyond  the  year  in  which  the  expenditure  was  made,  and  which  have 
been  charged  as  current  expense,  may  (less  proper  reduction  for 
depreciation  or  obsolescence)  be  added  to  the  surplus  account  in 
computing  invested  capital  when  such  assets  are  still  owned  and  in 
active  use  by  the  taxpayer  during  the  taxable  year.  Special  tools, 
patterns,  and  similar  assets  shall  not  be  assigned  any  value  if  their 
cost  has  been  recovered  through  having  been  included  in  the  price 
of  goods.  If  their  cost  has  not  been  so  recovered  and  they  are  held 
for  only  occasional  use,  they  shall  not  be  assigned  a  value  in  excess 
of  the  fair  value  based  upon,  the  earnings  actually  arising  from  their 
current  use.  Assets  of  this  kind  not  in  current  use  shall  not  be  valued 
at  more  than  their  nominal  or  scrap  value. 

"(2)  Amounts  expended  in  the  past  for  goodwill,  trade-marks, 
trade-brands,  franchise^,  and  other  intangible  assets  of  a  like  char- 
acter, are  controlled  by  the  language  of  the  statute  which  provides 
that  such  assets  'shall  be  included  as  invested  capital  if  the  corpora- 
tion or  partnership  made  payment  bona  fide  therefor  specifically  as 
such  in  cash,  or  tangible  property.'  The  Commissioner  of  Internal 
Revenue  will  recognize  additions  to  invested  capital  on  account  of 
intangible  assets  only  if  such  assets  have  been  explicitly  paid  for  in. 
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(i)  Excessive  depreciation  heretofore  charged  off  on  property 
still  owned  and  in  use,  if  it  is  now  shown  by  satisfactory  proof  to 
have  been  excessive  and  such  excess  is  substantial  in  amount,  whether 
or  not  disallowed  by  the  Commissioner  as  a  deduction  from  net  in- 
come, may  be  restored  to  the  surplus  account.  No  such  amount 
shall  be  restored,  however,  unless  it  is  shown  that  adequate  depre- 
ciation has  been  deducted  upon  all  other  property  of  the  corpora- 
tion still  in  use,  nor  in  any  case  in  which  such  amount  has  been 
allowed  as  a  deduction  for  amortization  under  section  234  (a)  (8) 
of  the  statute,  or  in  which  the  cost  of  the  property  has  been  recov- 
ered through  being  included  in  the  price  of  goods  or  services,  as 
,  for  example,  in  the  case  of  patterns,  dies,  plates,  special  tools,  etc., 
or  under  a  munition  contract  with  a  foreign  government. 

(2)  Amounts  which  have  been  expended  before  January  i,  1917, 
for  the  acquisition  of  plant,  equipment,  tools,  patterns,  furniture, 
fixtures,  or  like  tangible  property,  having  a  useful  life  extending 
substantially  beyond  the  year  in  which  the  expenditure  was  made, 
and  which  have  been  charged  as  current  expense,  may  (less  proper 
deductions  for  depreciation  or  obsolescence)  be  added  to  the  surplus 
account  when  such  assets  are  still  owned  and  in  active  use  by  the 
corporation  during  the  taxable  year.  Special  tools,,  patterns,  and 
similar  assets  shall  not  be  assigned  any  value  if  their  cost  has  been 
recovered  through  having  been  included  in  the  price  of  goods.  If 
their  cost  has  not  been  so  recovered  and  they  are  held  for  only 
occasional  use,  they  shall  not  be  assigned  a  value  in  excess  of  the 
fair  value  based  upon  the  earnings  actually  arising  from  their  cur- 
rent use,  and  in  no  case  shall  such  value  be  more  than  the  cost  less 
depreciation.  Assets  of  this  kind  not  in  current  use  shall  not  be 
valued  at  more  than  their  nominal  or  scrap  value. 

(3)  Amounts  which  have  been  expended  in  the  past  for  intan- 


the  manner  prescribed  by  the  statute.  Where  expenditures  have  been 
made  for  the  general  development  of  intangible  assets,  and  charged 
as  current  expense,  no  readjustment  thereof  will  be  allowed. 

"(3)  Amounts  under  (i)  and  (2)  above,  expended  on  or  after 
March  i,  1913,  will,  in  the  case  of  a  corporation,  be  limited  strictly 
to  items  which  have  not  been  deducted  in  computing  taxable  income 
upon  its  income  tax  return.  Whenever  a  corporation  has  claimed  and 
the  department  has  allowed  a  deduction  in  respect  to  its  income  tax, 
the  item  upon  which  the  deduction  is  based  shall  not  be  restored  to 
the  surplus  account  nor  included  in  the  invested  capital. 

"(4)  The  taxpayer  shall  in  his  return  to  the  Commissioner  of 
Internal  Revenue  make  a  statement  of  the  proposed  additions,  specify- 
ing the  kinds  and  amounts  of  property  involved,  the  years  in  which 
the  expenditures  were  made,  and  the  method  followed  in  distinguish- 
ing between  capital  outlays  and  current  expenses. 

"(5)  The  taxpayer  shall  also  show  that  adequate  provision  has 
been  made  for  the  depletion,  depreciation,  or  obsolescence  of  such  of 
the  assets  so  acquired  as  are,  under  the  rulings  of  the  Department, 
subject  to  recognized  depreciation."     (Reg.  41,   1918,  Art.  64.) 
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gible  property  of  any  kind  can  be  restored  to  capital  or  surplus 
account  only  to  the  extent  that  the  corporation  specifically  paid  such 
amounts  for  the  intangible  property  as  such.  For  provisions  relating 
to  patterns  see  article  843. 

(4)  Adjustments  necessary  to  correct  other  errors  found  in  the 
books  of  account  may  be  made.  But  see  the  following  article.  (Art. 
840.) 

Additions  to  surplus  which  a  corporation  may  desire  to  make 
under  the  preceding  article**  fall  broadly  into  two  classes : 

(i)  To  correct  returns  of  net  income  for  prior  years  in  which 
actual  errors  have  been  made,  as  for  example  where  excessive  de- 
preciation has  been  deducted,  additions  to  plant  and  equipment  or* 
other  capital  charges  have  been  charged  off  as  an  expense,  invento- 
ries have  been  taken  upon  a  wrong  basis  of  valuation,  etc. 

(2)  To  reinstate  in  surplus  deductions  from  income  which  are  as 
a  matter  of  good  accounting  to  some  extent  optional,  such  as  experi- 
mental expenses,  patent  litigation,  development  of  good  will  through 
advertising  or  otherwise,  etc. 

Adjustments  falling  in  class  (i)  will  be  permitted  for  all  years 
whether  before  or  after  March  i,  1913,  provided  amended  returns  of 
net  income  are  filed  for  each  year  in  which  an  erroneous  return  has 
been  made.  Due  consideration  will  be  given  to  the  assessment  of 
penalties  in  any  case  in  which  a  fraudulent  return  has  been  made. 
Adjustments  falling  in  class  (2)  cannot  be  permitted,  as  in  such  cases 
it  is  considered  that  the  corporation  has  exercised  a  binding  option 
in  deducting  such  expenses  from  income.  An  election  of  this  sort 
which  was  made  concurrently  with  the  transaction  cannot  now  be 
revised,  and  amended  returns  in  respect  thereof  cannot  be  accepted. 
The  corporation  shall  submit  with  its  return  a  statement  of  the  addi- 
tions proposed,  specifying  the  kinds  and  amounts  of  property  in- 
volved, the  years  in  which  the  expenditures  were  made,  and  the 
method  followed  in  distinguishing  between  capital  outlays  and  cur- 
rent expenses,  and  showing  that  adequate  provision  has  been  made 
for  depreciation,  obsolescence  and  depletion  of  such  of  the  assets 
affected  by  the  additions  as  are  subject  to  recognized  depreciation, 
obsolescence  or  depletion.  In  any  case  in  which  there  is  an  operating 
deficit  amounts  restored  must  first  be  set  off  against  the  deficit  and 
only  the  excess  can  be  actually  included  in  the  computation  of  in- 
vested capital.     (Art.  841.) 

Where  tangible  or  intangible  property  has  been  paid  in  to  a 
corporation  for  stock  or  shares  or  as  paid-in  surplus,  and  has  sub- 
sequently been  in  whole  or  in  part  written  off  the  books,  the  amount 
so  written  off  may  upon  evidence  satisfactory  to  the  Commissioner 
be  restored  to  the  capital  or  surplus  account  subject  to  the  following 
limitations  : 

•Art.  840. 
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(i)  The  amount  restored  must  be  reduced  by  a  proper  deduc- 
tion for  any  depreciation,  obsolescence  or  depletion;  and 

(2)  The  aggregate  amount  included  in  computing  invested  cap- 
ital on  account  of  such  property  shall  not  exceed  the  amount  which 
might  have  been  included  if  such  property  had  not  been  written  off. 
(Art.  842.) 

Generally  speaking,  the  adjustments  specified  in  the  fore- 
going articles  are  those  which  will  be  made  in  any  event 
by  public  accountants  under  instructions  to  restate  the  accounts 
of  a  corporation  upon  a  basis  which  reflects  actual  assets,  ac- 
tual liabilities  and  actual  net  profits.  Adjustments  are  per- 
mitted when  methods  sanctioned  by  good  accounting  practice 
have  been  followed.  It  is  recognized  that  when  the  determina- 
tion of  true  invested  capital  is  necessary,  no  corporation  should 
be  penalized  for  having  been  ultra-conservative  in  past  years. 
The  article  limits  the  adjustment  of  plant  accounts  to  items 
acquired  before  January  i,  1917.  As  of  that  date  an  excess 
profits  tax  law,  requiring  the  determination  of  invested  capital 
became  effective  and  it  is  fair  to  assume  that  accounts  for  the 
period  since  January  i,  191 7,  have  properly  differentiated  be- 
tween capital  and  income. 

Assets  must  be  reduced  to  actual  values. — The  provision 
in  the  law  that  invested  capital  includes  all  cash  and  tangible 
assets  "paid  in"®  has  given  rise  to  some  misapprehension  of  the 
status  (a)  of  property  which  has  depreciated  from  normal  use 
or  has  diminished  in  value  for  other  reasons  which  can  or 
should  be  adjusted  by  charges  to  surplus  account;  (b)  of  prop- 
erty which  has  become  of  less  value  and  the  shrinkage  or  loss 
of  which  cannot  be  adjusted  by  charges  to  surplus  account 
because  the  corporation  has  no  surplus. 

If  depreciation  has  taken  place  and  there  is  no  provision 
for  it  on  the  books  it  is  necessary  to  reduce  the  assets  affected 
to  actual  value  and  to  reduce  surplus  accordingly. 

Regulation.  Depletion,  like  depreciation,  must  be  recognized 
in  all  cases  in  which  it  occurs.     Depletion  attaches  to  each  unit  of 

•Section  326. 
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mineral  or  other  property  removed,  and  the  denial  of  a  deduction 
in  computing  net  income  under  the  Act  of  August  5,  1909,  or  the  limi- 
tation upon  the  amount  of  the  deduction  allowed  under  the  Act  of 
October  3,  1913,  does  not  relieve  the  corporation  of  its  obligation 
to  make  proper  provision  for  depletion  of  its  property  in  computing 
its  surplus  and  undivided  profits.  Adjustments  in  respect  of  depre- 
ciation or  depletion  in  prior  years  will  be  made  or  permitted  only 
upon  the  basis  of  affirmative  evidence  that  as  at  the  beginning  of 
the  taxable  year  the  amount  of  depreciation  or  depletion  written  off 
in  prior  years  was  insufficient  or  excessive,  as .  the  case  may  be. 
Where  deductions  for  depreciation  or  depletion  have  either  on  the 
books  of  the  corporation  or  in  its  returns  of  net  income  been  in- 
cluded in  the  past  in  expense  or  other  accounts,  rather  than  spe- 
cifically as  depreciation  or  depletion,  or  where  capital  expenditures 
have  been  charged  to  expense  in  lieu  of  depreciation  or  depletion, 
a  statement  indicating  the  extent  to  which  this  practice  has  been 
carried  should  accompany  the  return.     (Art.  839.) 

Depreciation  adjustments  affect  present  owners 
ONLY. — The  recent  purchaser  of  property  is  not  concerned 
when  it  appears  that  insufficient  depreciation  has  been  charged 
in  previous  years.  The  bona  fide  purchase  price  of  property 
marks  the  beginning  point  of  depreciation  for  the  new  owner. 
Even  though  it  is  alleged  that  there  was  no  provision  for 
depreciation  at  time  of  purchase,  the  price  paid  constitutes 
the  capital  which  the  new  owner  is  entitled  to  recover  through 
depreciation  charges. 

When  book  values  have  been  adjusted  as  of  January  i, 
191 7,  allowable  depreciation  thereafter  will  correspondingly 
reduce  book  values. 

If  book  values  were  adjusted  as  of  January  i,  1917,  and 
no  depreciation  has  been  charged  since,  a  further  adjust- 
ment will  have  to  be  made;  otherwise  invested  capital  would 
be  excessive.  But  the  additional  allowances  for  depreciation 
will  more  than  offset  the  reduction  in  invested  capital  so  far 
as  taxes  are  concerned,  unless  the  corporation  is  unprofit- 
able. 

If  the  property. purchased  is  10  years  old  and  the  effective 
life  of  similar  property  is  20  years  the  original  owner  pre- 
sumably will  have  used  a  depreciation  rate  of  5  per  cent  and 
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will  have  written  off  50  per  cent  of  book  value.  The  new 
owner  in  respect  of  that  particular  property  should  use  a  de- 
pieciation  rate  of  10  per  cent  per  annum  because  the  new  owner 
will  start  with  depreciated  values. 

When  diminished  values  need  not  be  deducted  from 
INVESTED  CAPITAL. — When  capital  has  been  "paid  in"  in  the 
form  of  cash  or  other  tangible  assets,  or  when  cash  paid  in 
has  been  invested  in  other  assets,  and  such  assets  have  dimin- 
ished in  value  through  failure  to  charge  depreciation,  or  by 
fire  and  other  losses  not  compensated  by  insurance,  etc.,  values 
for  the  purpose  of  ascertaining  invested  capital,  can  only  be 
adjusted  by  charges  to  surplus.  If  no  surplus  account  exists 
the  original  investments  will  form  part  of  invested  capital 
unless  and  until  reductions  to  actual  values  can  be  made  by 
charges  to  surplus. 

Ruling.  A  corporation  with  a  paid-up  capital  stock  of  $100,000 
had  accumulated  a  surplus  of  $20,000  on  December  31,  1914.  In 
1915  the  corporation  suffered  a  loss  through  fire  amounting  to  $50,- 
000.  Since  then  it  has  made  up  $10,000  of  this  loss.  In  computing 
invested  capital  must  the  capital  be  reduced  by  the  amount  of  the 
loss  which  was  in  excess  of  the  surplus  and  which  has  not  yet  been 
made  up?  In  other  words,  will  the  invested  capital  now  be  reduced 
to  $80,000? 

No.  The  invested  capital  will  be  $100,000.  The  loss  must  be 
taken  into  account  only  to  the  extent  that  it  wiped  out  the  surplus. 
The  amount  of  the  original  cash  invesment  need  not  be  reduced 
for  this  purpose.  However,  no  new  surplus  can  be  included  in  the 
invested  capital  until  the  full  loss  of  $30,000  chargeable  against  the 
capital  account  has  been  made  good.  {Excess  Profits  Tax  Primer, 
1918,  question  69.) 

Intangible    Property 

Intangible  property  bona  fide  purchased  for  cash  is  to  be 
included  in  invested  capital  at  full  value ;  but  intangible  prop- 
erty purchased  for  stock  is  subject  to  the  following  very  defi- 
nite restrictions  as  to  the  amount  thereof  which  may  be  in- 
cluded in  invested  capital. 
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Definition  of  intangible  property. — 

Law.  Section  325.  (a)  .  .  .  .  The  term  "intangible  property" 
means  patents,  "^  copyrights,  secret  processes  and  formulae,  good  will, 
trade-marks,  trade-brands,  franchises,  and  other  like  property; 


Limitation  on  intangibles  as  invested  capital. — 

Law.  Section  326.  (a)  That  as  used  in  this  title  the  term  "in- 
vested capital"  for  any  year  means  .... 

(4)  Intangible  property  bona  fide  paid  in  for  stock  or  shares 
prior  to  March  3,  1917,  in  an  amount  not  exceeding  (a)  the  actual 
cash  value  of  such  property  at  the  time  paid  in,  (b)  the  par  value  of 
the  stock  or  shares  issued  therefor,  or  (c)  in  the  aggregate  25  per 
centum  of  the  par  value  of  the  total  stock  or  shares  of  the  corpora- 
tion outstanding  on  March  3,  1917,  whichever  is  lowest; 

(5)  Intangible  property  bona  fide  paid  in  for  stock  or  shares  on 
or  after  March  3,  191 7,  in  an  amount  not  exceeding  (a)  the  actual 
cash  value  of  such  property  at  the  time  paid  in,  (b)  the  par  value  of 
the  stock  or  shares  issued  therefor,  or  (c)  in  the  aggregate  25  per 
centum  of  the  par  value  of  the  total  stock  or  shares  of  the  corpora- 


"[Former  Procedure]  Under  the  191 7  law  patents  were  treated 
as  tangible  property  in  that  no  limitation  similar  to  the  above  25 
per  cent  restriction  was  imposed. 

1917  Law.  Section  207.  "(a-3-a)  ....  Provided,  That  (a)  the 
actual  cash  value  of  patents  and  copyrights  paid  in  for  stock  or  shares 
in  such  corporation  or  partnership,  at  the  time  of  such  payment,  shall  be 
included  as  invested  capital,  but  not  to  exceed  the  par  value  of  such 
stock  or  shares  at  the  time  of  such  payment,  .  .  .  .  " 

Other  intangible  property  was  limited  to  20  per  cent. 

1917  Law.  Section  207.  "(a-3-b)  The  goodwill,  trade-marks,  trade- 
brands,  the  franchise  of  a  corporation  or  partnership,  or  other  in- 
tangible property,  shall  be  included  as  invested  capital  if  the  cor- 
poration or  partnership  made  payment  bona  fide  therefor  specifically 
as  such  in  cash  or  tangible  property,  the  value  of  such  goodwill, 
trade-mark,  trade-brand,  franchise,  or  intangible  property,  not  to 
exceed  the  actual  cash  or  actual  cash  value  of  the  tangible  property 
paid  therefor  at  the  time  of  such  payment;  but  goodwill,  trade-marks, 
trade-brands,  franchise  of  a  corporation  or  partnership,  or  other 
intangible  property  bona  fide  purchased,  prior  to  March  third,  nine- 
teen hundred  and  seventeen,  for  and  with  interests  or  shares  in  a 
partnership  or  for  and  with  shares  in  the  capital  stock  of  a  corporation 
(issued  prior  to  March  third,  nineteen  hundred  and  seventeen),  in 
an  amount  not  to  exceed,  on  March  third,  nineteen  hundred  and  seven- 
teen, twenty  per  centum  of  the  total  interests  or  shares  in  the  partner- 
ship or  of  the  total  shares  of  the  capital  stock  of  the  corporation, 
shall  be  included  in  invested  capital  at  a  value  not  to  exceed  the 
actual  cash  value  at  the  time  of  such  purchase,  and  in  case  of  issue  of 
stock  therefor  not  to  exceed  the  par  value  of  such  stock;  .  .  .  ." 
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tion  outstanding  at  the  beginning  of  the  taxable  year,  whichever  is 
lowest.  Provided,  That  in  no  case  shall  the  total  amount  included 
under  paragraphs  (4)  and  (5)  exceed  in  the  aggregate  25  per  centum 
of  the  par  value  of  the  total  stock  or  shares  of  the  corporation  out- 
standing at  the  beginning  of  the  taxable  year; 

Treasury  stock  should  not  be  deducted  in  computation  of 
intangible  values. — Treasury  stock  should  not  be  deducted 
in  calculating  the  limitation  on  intangible  assets.  Section 
326  (a-4)  defines  the  25  per  cent  limitation  on  the  inclusion  of 
intangible  assets  in  invested  capital.  The  basis  of  the  calcu- 
lation is  the  outstanding  capital  stock  at  March  3,  191 7,  or  at 
the  beginning  of  the  taxable  year.  Ordinarily  treasury  stock 
is  not  outstanding  stock,  as  the  term  "outstanding"  should 
refer  only  to  stock  in  the  hands  of  the  public,  but  the  fact 
that  a  corporation  at  some  date  may  have  some  of  its  own 
stock  in  its  possession  has  no  bearing  on  the  valuation  of 
goodwill,  etc. 

Some  corporations  buy  and  sell  their  preferred  stock.  Such 
temporary  ownership  does  not  relate  in  the  slightest  degree 
to  the  original  value  of  the  intangible  assets.  The  valuation 
of  the  latter  is  supposed  to  be  based  upon  the  original  issue  of 
stock.  Treasury  stock  frequently  costs  more  than  par.  In 
many  cases  it  costs  nothing.  These  are  factors  in  determining 
actual  invested  capital  (article  862,  page  182)  but  are  not 
related  except  indirectly  to  the  valuation  of  intangible  assets. 
Treasury  stock  should  not  be  deducted  when  making  the  25 
per  cent  calculation. 

Intangible  property  must  not  be  overvalued. — 

Regulation.  The  actual  cash  value  of  intangible  property  paid 
in  for  stock  or  shares  must  be  determined  in  the  light  of  the  facts  in 
each  case.  Among  the  factors  to  be  considered  are  (a)  the  earnings 
attributable  to  such  intangible  assets  while  in  the  hands  of  the  pred- 
ecessor owner;  (b)  the  earnings  of  the  corporation  attributable  to 
the  intangible  assets  after  the  date  of  their  acquisition;  (c)  repre- 
sentative sales  of  the  stock  of  the  corporation  at  or  about  the  date 
of  the  acquisition  of  the  intangible  assets;  and  (d)  any  cash  offers 
for  the  purchase  of  the  business,  including  the  intangible  property, 
at  or  about  the  time  of  its  acquisition.     A  corporation  claiming  a 
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value  for  intangible  property  paid  in  for  stock  or  shares  should  file 
with  its  return  a  full  statement  of  the  facts  relating  to  such  valua- 
tion  (Art.  851.) 

Assets  Mrhich  May  Require  Adjustment 

The  foregoing  discussion  of  tangible  and  intangible  prop- 
erty deals  only  with  general  principles.  Most  items  of  book 
assets  require  special  consideration.  In  the  following  pages 
various  classes  of  assets  are  discussed  in  the  approximate  order 
in  which  they  appear  in  most  balance  sheets. 

Accounts  receivable,  etc. — No  revaluation  of  accounts  or 
notes  receivable  should  be  necessary  unless  obvious  undervalu- 
ations or  overvaluations  appear.  Accounts  receivable  and 
similar  assets  are  held  to  be  tangible  assets. 

Accounts  due  from  officers,  directors,  employees  or  stock- 
holders of  a  corporation  may  be  treated  as  accounts  receivable 
if  they  are  bona  fide  receivables.  If  such  accounts  are  merely 
debit  balances  representing  withdrawals  of  profits,  the  amount 
thereof  should  be  deducted  from  invested  capital. 

In  no  case  was  it  intended  to  include  among  intangibles  any 
assets  which  are  readily  convertible  into  cash  in  the  regular 
course  of  business.  In  a  legal  sense  accounts  receivable  are 
intangible  assets,  but  as  invested  capital  such  items  must  be 
included. 

Notes  received  for  capital  stock. — 

Regulation.  Enforcible  notes  or  other  evidences  of  indebted- 
ness, either  interest-bearing  or  non-interest  bearing,  of  the  subscriber 
received  by  a  corporation  upon  a  subscription  for  stock  may  be  con- 
sidered as  tangible  property  in  computing  its  invested  capital  to  the 
extent  of  the  actual  cash  value  of  such  notes  or  other  evidences  of 
indebtedness  at  the  time  when  paid  in,  but  only  (a)  if  such  notes  or 
evidences  of  indebtedness  could  under  the  laws  of  the  jurisdiction  in 
which  the  corporation  was  organized  legally  be  received  in  payment 
for  stock,  and  (b)  if  they  were  actually  received  by  the  corporation 
as  absolute  and  not  as  conditional,  payment  in  whole  or  in  part  of 
the  stock  subscription.     (Art.  833.) 

Promissory  notes,  when  good,  are  tangible  property  and 
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admissible  assets.  If  received  in  payment  for  capital  stock 
the  status  of  the  notes  does  not  change. 

If,  however,  the  notes  are  negotiable  instruments  and  pay- 
ment can  be  enforced  even  though  subsequent  earnings  are  not 
sufficient  to  discharge  them,  there  would  be  no  reason  to  ex- 
clude the  item  from  invested  capital. 

Exclusion  from  invested  capital  can  only  be  enforced  when 
the  agreement  for  the  sale  of  the  stock  is  the  equivalent  of  a 
conditional  agreement  and  when  the  obligations  received  art 
not  negotiable  assets.  Such  notes  might  not  be  carried  as  cur- 
rent assets  by  a  corporation,  but  invested  capital  as  defined  in 
the  law  has  no  direct  relation  to  the  assets  which  a  corpora- 
tion may  expect  readily  to  convert  into  cash.  U. 

o 

Inventories. — The  subject  of  inventory  valuations  of  basic  >- 

materials  and  merchandise  in  relation  to  income  tax  practice  t 

is  fully  discussed  in  Income  Tax  Procedure,  1920,  page  302.  LD 

It  is  not  practicable  to  value  inventories  on  one  basis  for  in-  q 

come  tax  purposes  and  on  another  basis  for  the  excess  profits 
tax.  The  corporation  income  tax  rate  prior  to  191 7  was  so 
small  that  the  question  of  the  basis  of  inventory  valuations 
was  not  considered  to  be  a  vital  one  in  tax  matters.  The  con- 
trolling factor  in  determining  the  basis  was  the  effect  on  the 
profit  and  loss  account  and  the  balance  sheet.  Conservative 
corporations  usually  took  their  inventories  at  a  low  figure — 
frequently  less  than  either  cost  or  market. 

V^'^ith  higher  tax  rates  came  a  greater  sense  of  accountabil- 
ity to  the  government  and  many  corporations  have  found  it 
necessary  to  depart  from  the  regulations  concerning  inven- 
tories or  to  file  amended  returns  for  past  years.  It  would  be 
manifestly  unjust  and  illegal  to  compel  a  corporation  which 
had  consistently  valued  its  inventories  on  an  extremely  low 
basis  to  change  its  methods  at  the  end  of  a  year  when  tax  rates 
were  increased.  Obviously  any  corporation  making  the  change 
at  the  end  of  the  year  should  be  allowed  to  revise  its  former 
returns. 
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The  Commissioner  is  empowered  to  accept  inventories 
taken  on  a  basis  of  less  than  cost  or  market  if  such  basis  most 
clearly  reflects  the  income  of  the  taxpayer." 

In  almost  all  cases  the  principle  of  cost  or  market,  which- 
ever is  the  lower,  is  sound  and  should  be  followed  irrespec- 
tive of  its  effect  on  taxation.  There  is,  however,  an  important 
exception  in  the  case  of  industries  in  which  the  successive  ap- 
pHcation  of  the  "cost  or  market"  basis  when  prices  are  rising 
would  result  in  an  aggregate  valuation  of  normal  or  minimum 
stocks  considerably  above  the  aggregate  if  based  on  average 
cost  or  market  prices  over  a  period  of  years  (including  pre- 
war and  post-war  years). 

The  application  of  a  special  rule  to  this  class  of  industries 
must,  of  course,  be  safeguarded  so  that  substantial  justice  will 
accrue  to  the  government  and  taxpayers  alike.  It  is  believed 
that  an  equitable  solution  is  found  in  the  promulgation  of  a 
rule  permitting  a  continuing  valuation  of  normal  or  minimum 
stocks  at  prices  which  may  be  lower  than  present  cost  or  mar- 
ket prices,  strictly  limited  to  industries  using  a  fixed  base  price 
during  the  pre-war  period.  As  the  quantity  to  be  so  valued  is 
limited  to  the  average  or  normal  stocks  carried  in  the  pre-war 
period  and  as  it  will  be  assumed  that  similar  quantities  will 
again  be  carried  within  a  reasonable  period  after  the  end  of 
the  war,  the  practice  is  not  detrimental  to  the  government,  and 
manufacturing  concerns  interested  will  not  be  subject  to  vio- 
lent fluctuations  in  profits. 

Naturally  the  practice  cannot  be  adopted  by  concerns  which 
valued  their  stocks  at  relatively  high  prices  before  the  war  and 
now  wish  to  value  their  stocks  at  a  low  figure  solely  to  escape 
excess  profits  taxes. 

Inventory  valuations — English  practice. — The  rule  in  Eng- 
land is  as  follows  :^^ 

We  consider  that  there  is  only  one  sound  general  principle  of 
valuing  stocks  for  the  purposes  of  these  acts,  and  that  is ; 


"Section  203. 

"Extracts  from  Excess  Profits  Duty,  White  Paper  (Cd.  8623)   1917. 
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That  all  stocks  of  every  sort  or  kind  should  be  valued  at  the  end 
of  each  accounting  period  on  the  basis  of  cost  price  or  market  value, 
whichever  is  the  lower.  This  principle  rests  upon  the  theory  (w^hich 
is  perfectly  sound)  that  profits  can  only  be  realized  by  the  sale  of 
commodities  and  that  no  profits  can  arise  by  mere  increase  of  value 
unaccompanied  by  a  sale.  To  follow  this  out  consistently,  stocks 
therefore  should  be  carried  at  their  cost  price  until  they  are  sold 
and  the  profit  is  ascertained.  Where,  hov^^ever,  the  market  price  is 
lower  than  the  cost,  a  precautionary  reserve  is  permissible  for  the 
difiference  between  the  cost  and  the  market  value. 

We  are  of  the  opinion  that  this  principle  should  be  adopted 
throughout  in  determining  profits  whether  for  the  purposes  of  muni- 
tions levy  or  excess-profits  duty,  with,  however,  the  following  quali- 
fication : 

In  certain  base-metal  manufacturing  trades,  such  as  copper,  pig 
iron,  lead,  spelter,  etc.,  it  has  been  the  custom  for  a  long  period  in 
the  past  to  adopt  what  is  known  as  a  "base  value"  for  part  of  these 
materials,  on  the  theory  that  it  is  necessary  for  the  undertakings 
using  them  to  keep  a  reserve  stock  to  protect  themselves  against 
results  of  strikes  and  adverse  fluctuations  in  market  value,  etc.,  and 
for  this  purpose  they  have  adopted  a  value  which  represents  what 
may  be  called  a  minimum  cost  over  a  series  of  years  for  a  minimum 
quantity;  in  theory,  keeping  this  minimum  quantity  untouched  and 
unused,  although  in  practice  no  actual  reserve  stock  may  be  kept 
which  could  be  identified  at  any  time;  any  excess  over  this  amount 
is  valued  at  cost  or  market  value,  whichever  is  the  lower. 

It  appears  to  have  been  the  practice  of  the  Inland  Revenue  to 
admit  for  income  tax  purposes  stock  valuations  of  this  character 
in  the  case  of  base  metals,  provided  that  it  is  the  general  custom  of 
the  particular  trade,  and  also  has  been  the  practice  in  the  individual 
case,  aricl  it  will  be  difficult  now  to  disturb  this  practice. 

Valuation  of  unsegregated  tangible  and  intangible  assets.^' 
— Before  public  opinion  demanded  that  corporate  balance 
sheets  should  contain  reasonably  accurate  classifications  of 
assets,  it  was  a  fairly  common  practice  to  set  up  on  the  books 
in  one  lump  sum  an  inclusive  valuation  of  plant,  goodwill, 
patents,  etc.  The  offsetting  entry  usually  was  capital  stock, 
preferred  and  common.     Sometimes  an  amount  of  cash  was 


"[Former  Procedure]  Under  the  1917  law  tangible  property  paid 
in  for  stoqk  or  shares  prior  to  January  i,  1914,  was  valued  at  (a)  the 
actual  casl^  value  of  such  property  on  January  i,  1914,  or  (b)  the  par 
value  of  the  stock  issued  therefor,  whichever  was  the  lower.  This  was 
one  of  the  few  cases  in  which  the  law  permitted  an  allowance  to  be 
made  for  appreciation.     (Reg.  41,  1918,  Art.  55.) 
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paid  at  tlie  time  of  incorporation  and  in  that  case  capital  sur- 
plus or  working  capital  was  credited. 

It  may  be  impossible  at  this  late  date  to  separate  the  asset 
account  into  allowable  and  non-allowable  items. 

If  physical  values  are  not  sufficient,  the  discrepancy  might 
be  made  up  by  setting  up  patents  and  goodwill  at  an  amount 
not  to  exceed  25  per  cent  of  the  capital  stock  (assuming  that 
its  cash  value  was  at  least  25  per  cent). 

If  the  aggregate  of  the  value  of  tangible  property,  plus  al- 
lowable valuations  for  intangible  assets,  does  not  equal  the 
book  value  of  "property"  or  similar  asset,  the  difference  must 
be  deducted  in  a  computation  of  invested  capital. 

Regulation.  Where  stock  or  shares  and  bonds  or  other  obli- 
gations have  been  issued  for  a  mixed  aggregate  of  tangible  and 
intangible  property,  it  will  be  presumed  in  the  absence  of  satisfac- 
tory evidence  to  the  contrary  that  the  bonds  were  issued  for  tangible 
property  and  that  the  stock  was  issued  for  the  balance  of  the  tangible 
property,  if  any,  and  for  the  intangible  property.  Where  stock  or 
shares  have  been  issued  for  a  mixed  aggregate  of  tangible  and  in- 
tangible property  and  certain  liabilities  have  been  assumed  in  con- 
nection with  the  transaction,  it  will  be  presumed  that  such  liabilities 
are  to  be  charged  against  the  tangible  property  and  the  intangible 
property  in  the  order  named,  unless  it  is  shown  by  evidence  satis- 
factory to  the  Commissioner  that  this  presumption  is  not  in  accord- 
ance with  the  facts (Art.  835.) 

Buildings,  machinery,  etc. — The  various  asset  accounts 
representing  plant  investment  should  be  carried  at  cost  less 
proper  reserves  for  depreciation.  A  revaluation  as  of  March 
I,  1913,  is  permissible  under  income  tax  practice,  but  no  re- 
valuation is  permitted  in  determining  invested  capital  under 
the  excess  profits  tax  provisions  of  the  1918  law.^* 

If  at  the  time  of  acquirement  the  cash  value  of  any  part 
of  the  plant  greatly  exceeds  the  par  value  of  the  stock  issued 
in  payment  therefor,  the  excess  of  the  actual  value  over  the 


'^[Former  Procedure]  191 7  Law.  When  tangible  assets  on  Janu- 
ary I,  IQ14.  were  worth  more  than  cost,  a  revaluation  on  tHtt  date  was 
permissible,  provided  the  new  valuation  did  not  exceed  the  par  value  of 
the  original  shares  specifically  issued  therefor.     [Section  207  (a).] 
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book  value  is  deemed  to  be  paid-in  surplus  (see  page  126). 
In  most  cases  no  such  contingency  is  probable. 

There  are  many  cases,  however,  in  which  plant  accounts 
have  been  written  down  to  a  point  considerably  under  the  al- 
lowable basis  of  cost  less  proper  depreciation.  No  apprecia- 
tion in  values  can  be  considered,  but  if  excessive  depreciation 
has  been  written  off,  an  adjustment  may  be  made  in  order 
that  proper  values  may  be  restored  to  the  books. 

The  author  strongly  advises  against  any  attempt  to  build 
up  book  values  by  a  revision  of  depreciation  allowances  claimed 
in  past  years,  unless  there  is  some  extraordinary  reason  for 
so  doing. 

Ruling.  A  conservatively  managed  manufacturing  plant  has 
been  charging  depreciation  on  its  machinery  at  the  rate  of  10  per  cent 
a  year.  A  considerable  portion  of  its  equipment  has  been  entirely 
charged  off  on  its  books,  although  the  machinery  is  in  use  and  at 
present  prices  is  worth  practically  all  it  originally  cost.  May  any  of 
this  depreciation  be  restored  to  capital  account? 

Under  the  conditions  imposed  by  article  64  of  Regulations  41, 
a  taxpayer  may,  in  computing  invested  capital,  restore  to  capital 
account  any  depreciation  upon  property  still  in  use  which  was 
charged  off  prior  to  March  i,  1913,  and  is  now  shown  to  have  been 
excessive,  and  also  any  depreciation  charged  off  subsequent  to  March 
I,  1913,  which  has  been  disallowed  by  the  Bureau  of  Internal  Reve- 
nue.    {Excess  Profits  Tax  Primer,  1918,  question  64.) 

Furniture  and  fixtures. — The  book  value  of  furniture  and 
fixtures  frequently  represents  assets  of  considerably  greater 
actual  value.     This  is  due  to  liberal  depreciation  charges. 

Appreciation  in  value  above  cost  must  not  be  reflected  in 
the  books,  but  when  furniture  and  fixtures  and  similar  assets 
have  been  written  down  far  below  cost  the  book  values  may,  if 
so  desired,  be  restored  to  cost,  less  normal  depreciation. 

The  author  does  not  advise  a  revaluation  of  the  furniture 
and  fixtures  account,  except  in  special  cases,  because  the  asset 
as  a  rule  is  of  doubtful  value  and  the  sooner  it  is  written  down 
the  better. 

If  former  excessive  depreciation  charges  are  reversed, 
amended  excise  and  income  tax  returns  will  have  to  be  made 
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as  to  corporations  back  to  1909,  and  as  to  individuals  and 
partnerships  back  to  19 13.  And  the  normal  or  low  deprecia- 
tion charges  so  established  for  back  years  will  have  to  be 
retained  hereafter. 

If  corporations  have  charged  off  current  purchases  of  fur- 
niture and  fixtures  and  have  not  deducted  the  items  in  their 
income  tax  returns  the  present  value  may  be  included  in  in- 
vested capital,  and  normal  depreciation  may  be  charged  in  the 
amended  returns. 

Land,  water  rights,  etc. — There  is  a  class  of  assets  for 
which  depreciation  may  not  be  claimed  in  income  tax  returns. 
In  this  class  are  land,  water  rights  and  similar  tangible  fixed 
property.  The  theory  is  that  there  is  no  "wear  and  tear"  due 
to  use.  Of  course,  such  property  may  depreciate  in  value, 
but  no  claim  can  be  made  for  any  fluctuation  or  decline  in 
value  unless  and  until  a  sale  is  made. 

In  the  meantime,  assets  of  this  nature  should  be  carried  on 
the  books  at  their  fair  value  as  of  March  i,  1913,  or  at  cost 
if  acquired  since,  but  the  appreciation  in  value,  if  any,  set  up 
at  March  i,  19 13,  must  be  eliminated  in  computing  invested 
capital.  No  subsequent  appreciation  should  appear  on  the 
books  until  actually  realized. 

If  purchased  for  stock  and  if  the  cash  value  at  time  of  pur- 
chase exceeded  the  par  value  of  the  stock  the  excess  may  be 
credited  to  paid-in  surplus. 

Mines,  oil  wells,  etc. — The  book  value  of  mines,  wells,  etc., 
should  represent  the  fair  value  at  March  i,  1913,  or  cost  if 
acquired  since,  less  diminution  in  values  by  reason  of  deple- 
tion charges. 

If  the  cash  value  when  stock  was  issued  exceeded  the  par 
value  of  the  stock  the  excess  may  be  credited  to  paid-in  sur- 
plus. 

Revaluations  as  of  March  i,  1913,  if  entered  on  the  books, 
must  be  adjusted  in  the  return  of  invested  capital. 
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Leaseholds,  bonuses  paid  for  oil  wells,  etc. — Leaseholds  are 
held  to  be  tangible  property  and  when  purchased  for  cash 
there  is  no  question  about  their  inclusion  as  invested  capital. 
When  purchased  for  stock,  only  the  actual  cash  value  of  the 
leases  may  be  included  as  invested  capital. 

For  income  tax  purposes  (including  depletion  charges) 
leaseholds  may  be  revalued  at  March  i,  191 3,  and  any  appre- 
ciation in  value  may  be  set  up  on  the  books.  In  determining 
invested  capital,  however,  the  appreciation  must  be  elimi- 
nated. 

Patterns,  models,  designs,  etc. — When  carried  at  cost,  less 
normal  depreciation,  patterns,  designs,  etc.,  may  be  treated 
as  tangible  assets  and  included  as  invested  capital.  If  acquired 
for  stock  it  may  be  necessary  to  show  that  the  item  is  not 
an  intangible  asset  of  the  nature  of  goodwill. 

Cash  value  of  insurance  policies. — Premiums  paid  by  a 
corporation  for  insurance  on  the  lives  of  officers  of  the  cor- 
poration cannot  now  be  deducted  as  expenses  in  computing 
taxable  income.  Premiums  paid  were  held  to  be  deductible 
prior  to  191 7." 

Regulation.  Where  insurance  is  carried  by  the  corporation 
on  the  life  of  an  officer  or  employee,  the  policy  may  be  included  as 
an  admissible  asset  and  reflected  in  the  surplus  account  at  the  cash 
surrender  value  as  of  the  beginning  of  the  taxable  year.  The  whole 
amount  of  premiums  paid  on  such  insurance  can  not  be  included  in 
surplus,  but  the  surplus  will  be  considered  as  increased  as  of  the 
beginning  of  each  taxable  year  by  the  amount  added  to  the  cash 
surrender  value  of  the  policy (Art.  846.) 

Even  if  part  of  the  premiums  paid  were  charged  off  as  ex- 
penses the  foregoing  regulation  holds  that  the  entire  cash 
surrender  value  at  the  beginning  of  the  taxable  year  can  be 


"[Former  Procedure]  Under  the  1917  law  (section  32)  premiums 
were  disallowed  as  deductions  and  this  provision  was  retroactive  to 
January  i,   1917. 

Prior  to  the  passage  of  the  1917  law,  T.  D.  2519  (August  30,  1917) 
also  held  that  premiums  were  not  deductible. 
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set  up  as  an  asset  and  the  aggregate  can  be  credited  to  surplus, 
but  it  would  seem  that  some  adjustment  of  the  returns  of 
former  years,  to  take  care  of  the  items  charged  off,  should  be 
made. 

If  the  aggregate  of  premiums  paid  has  been  carried  as  an 
asset  it  is  not  consistent  with  other  regulations  to  reduce 
the  amount  carried  on  the  books.  It  is  true  that  the  cash 
surrender  value  of  policies  is  usually  less  than  the  aggregate 
of  premiums  paid,  unless  the  policies  are  old  ones,  but  the 
premiums  paid  and  not  allowed  as  deductions  are  in  the  same 
class  as  excessive  depreciation  and  bad  debts  reserves. 

In  such  cases  the  Treasury  holds  that  the  deductions  not 
allowed  may  be  included  in  invested  capital.  The  net  effect 
of  the  regulation  is  to  disallow  part  of  a  payment  which  has 
been  capitalized.  The  law  does  not  require  that  an  asset  be 
written  down  below  its  fair  value.  Insurance  policies,  except 
term  policies  which  will  expire  within  the  taxable  year,  are 
worth  to  a  going  business  the  full  amount  of  premiums  paid. 
When  a  term  policy  expires  or  other  policies  are  not  continued, 
proper  adjustment  should  be  made  in  invested  capital. 

Discount  on  bonds. — If  a  corporation's  own  bonds  have 
been  sold  at  a  discount,  the  amount  of  the  discount  should  be 
carried  as  a  deferred  asset  and  charged  off  pro  rata,  annually, 
over  the  life  of  the  bonds.  The  unamortized  balance,  if  cor- 
rectly calculated,  is  an  asset  which  properly  appears  in  the 
balance  sheet.  If  the  discount  has  been  set  up  as  an  asset  and 
has  not  been  ratably  reduced,  an  adjustment  should  be  made 
preceding  any  determination  of  invested  capital. 

Regulation.  Discount  allowed  on  the  sale  of  bonds  is  in  effect 
an  advance  on  account  of  interest,  so  that  the  effective  rate  of  in- 
terest in  such  a  case  is  equal  to  the  sum  of  the  nominal  rate  plus 
the  rate  necessary  to  amortize  the  discount  over  the  life  of  the 
bonds.  Where,  under  incorrect  accounting  practices,  the  discount 
on  bonds  has  been  charged  to  a  property  account  or  otherwise  carried 
as  an  asset,  and  is  so  reflected  in  the  surplus  account,  it  is  necessary 
in  computing  invested  capital  to  make  an  adjustment  in  respect  of 
such  discount (Art.  848.) 
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The  adjustment  referred  to  in  the  foregoing  regulation 
requires  a  writing  down  of  the  discount,  but  does  not  mean 
that  the  correctly  calculated  unamortized  amount  may  not  be 
included  in  invested  capital. 

Discount  on  capital  stock. — In  some  states  capital  stock 
may  be  sold  at  a  discount.  It  is  customary  to  credit  capital 
stock  account  with  the  par  value  of  stock  issued  and  to  debit 
''discount  on  capital  stock"  with  the  difference  between  the 
aggregate  par  value  and  the  net  proceeds  of  the  sale.  This 
discount  is  carried  on  the  books  as  an  asset  and  sometimes 
written  off  over  a  number  of  years.  In  a  computation  of  in- 
vested capital,  this  asset  should  be  eliminated,  unless  the  so- 
called  discount  is  in  reality  an  organization  expense. 

Ruling.  Reference  is  made  to  your  letter  of  December  i,  1919, 
in  which  you  seek  to  verify  the  correctness  of  the  ruling  contained 
in  a  letter  from  this  office  dated  April  14,  1919,  quoted  below: 

"Reference  is  made  to  your  telegram  of  April  4,  1919,  rela- 
tive to  invested  capital  for  war  profits  and  excess  profits  tax 
purposes.  Capital  stock  issued  under  the  conditions  stated,  viz. : 
sold  at  par  for  cash  and  a  commission  of  10  per  cent  paid  after- 
ward to  a  broker,  is  held  to  be  stock  sold  at  a  discount,  and  only 
the  net  proceeds  realized  by  the  corporation  from  such  transac- 
tion will  be  recognized  as  paid-in  capital  for  invested  capital 
purposes." 

The  inquiry  contained  in  your  letter  of  December  i,  1919,  was 
replied  to  by  telegram  on  December  8,  1919,  a  copy  of  which  follows: 
"Your  letter  December  first,  Rule  contained  in  Bureau  letter 
April  fourteenth  incorrect.  Reasonable  commissions  paid  by 
corporations  for  sale  of  capital  stock  need  not  be  deducted 
in  computing  invested  capital.     Letter  follows." 

Section  326  (a)  of  the  Revenue  Act  of  1918,  states  that  invested 
capital  means  "actual  cash  bona  fide  paid  in  for  stock  or  shares; 
.  .  .  ."  These  words  signify  the  actual  cash  paid  in  to  the  corpora- 
tion or  to  its  duly  authorized  agents  by  shareholders.  The  treatment 
of  this  question  and  that  of  deductibility  of  such  commissions  from 
gross  income  as  ordinary  and  necessary  expenses  should  be  correla- 
tive. Under  all  Federal  income  tax  laws,  corporations  have  been 
denied  the  right  to  deduct  such  commissions  either  as  current  ex- 
penses or  as  a  deferred  charge  to  future  years.  As  it  is  a  fact  that 
such  commissions  are  "ordinarily"  paid,  and,  in  the  organization  of 
many  corporations,   "necessarily"  paid,  the  position  of  the   Bureau 
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witli  respect  to  the  deductibility  from  income  of  this  expense  can 
rest  only  on  the  ground  that  it  is  essentially  a  capital  expenditure 
balanced  by  the  acquisition  of  a  permanent  capital  asset  of  equiva- 
lent worth. 

Such  payments  must,  however,  like  other  compensation  for  a 
personal  service,  be  "reasonable"  in  amount.  Payment  of  any  un- 
usual or  disproportionate  commission  would  be  subject  to  examina- 
tion to  ascertain  whether  the  cash  subscription  has  been  bona  fide 
paid  in  and  whether,  under  the  circumstances  of  the  particular  case, 
the  commission  was  reasonable.  (Letter  to  Herbert  F.  French  and 
Company,  Boston,  Mass.,  signed  by  Commissioner  Daniel  C.  Roper, 
and  dated  December  9,  1919.) 

The  foregoing  ruling  is  consistent  with  the  regulations. 
Payments  for  services  actually  rendered  in  the  formation  of 
a  corporation  are  organization  expenses,  as  defined  by  the 
Treasury,  or  allowable  business  expenses. 

Contracts. — 

Regulation Most  contracts  are  intangible  property  and 

in  the  absence  of  a  specific  ruling  by  the  Commissioner  to  the  con- 
trary should  be  so  regarded  for  the  purpose  of  making  returns.  A 
contract  may  be  treated  as  tangible  property  only  after  the  submis- 
sion of  a  full  statement  as  to  its  exact  nature  showing  to  the  satis- 
faction of  the  Commissioner  that  it  relates  to  rights  in  tangible 
property  to  such  an  extent  that  its  value  arises  chiefly  therefrom. 
....   (Art.  811.) 

If  cash  was  paid  for  a  contract  it  makes  no  difference 
whether  it  is  called  tangible  or  intangible  property,  because 
in  such  case  it  is  fully  admissible  as  invested  capital.  If  ac- 
quired for  stock  a  contract  usually  would  be  of  the  nature 
of  goodwill. 

Subscription  lists,  newspaper  franchises,  carrier  routes, 
etc. — As  stated  in  regard  to  contracts,  the  inclusion  of  fran- 
chises, etc.,  in  invested  capital  usually  depends  on  how  they 
were  acquired.  But  if  purchased  for  stock  and  a  definite 
cash  value  can  be  ascribed  to  a  franchise  or  list  it  might  be 
deemed  to  be  tangible  property  if  it  can  be  shown,  that  the 
asset  purchased  is  not  included  in  the  definition  contained  in 
section  325  (a). 
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Advertising. — In  most  cases  the  amounts  expended  for  ad- 
vertising, clerical  and  other  services,  etc.,  when  estabhshing 
new  businesses  are  charged  to  expenses  and  cannot  l^e  included 
in  invested  capital  even  though  the  actual  value  of  the  results 
accomplished  is* large.  In  such  cases  the  value  usually  relates 
to  the  goodwill  of  the  business  in  general  rather  than  to 
specific  items  of  assets.  If  the  expenditures  were  capitalized, 
as  and  when  made,  a  claim  can  be  made  for  their  inclusion  in 
invested  capital. 

Ruling.  A  proprietary  medicine  company  has  spent  large  sums 
in  advertising  and  has  thereby  built  up  a  goodwill.  May  these  sums 
be  included  as  expenditures  for  a  capital  asset? 

If  the  money  was  spent  from  original  capital  the  original  capital 
is  of  course  allowed.  But  if  these  advertising  bills  were  paid  from 
income  and  the  amounts  charged  to  general  expense  they  can  not 
be  included  as  capital.  Goodwill  can  be  included  only  when  bought 
and  paid  for  specifically  as  such.  (Excess  Profits  Tax  Primer,  1918, 
question  37.) 

If  the  expenditures  cannot  be  capitalized  and  the  earnings 
are  out  of  proportion  to  the  invested  capital  as  shown  by  the 
books,  relief  may  be  claimed  under  sections  327  and  328.^^ 

Goodwill.^^ — Goodwill  may  be  the  most  valuable  asset 
owned  by  an  individual,  firm  or  corporation.     But  goodwill 

"See  Chapter  XIV. 

"[Former  Procedure]  In  the  1917  law  goodwill  when  purchased 
for  stock  prior  to  March  3,  1917,  could  be  included  as  invested  capital 
only  up  to  20  per  cent  of  the  stock  outstanding  on  March  3,  1917. 

1917  Law.  Section  207.  "(3)  ....  the  good-will,  trade-marks, 
trade-brands,  the  franchise  of  a  corporation  or  partnership,  or  other 
intangible  property,  shall  be  included  as  invested  capital  if  the  cor- 
poration or  partnership  made  payment  bona  fide  therefor  specifically 
as  such  in  cash  or  tangible  property,  the  value  of  such  good-will, 
trade-mark,  trade-brand,  franchise,  or  intangible  property,  not  to 
exceed  the  actual  cash  or  actual  cash  value  of  the  tangible  property 
paid  therefor  at  the  time  of  such  payment;  but  good-will,  trade- 
marks, trade-brands,  franchise  of  a  corporation  or  partnership,  or 
other  intangible  property,  bona  fide  purchased,  prior  to  March  third, 
nineteen  hundred  and  seventeen,  for  and  with  interests  or  shares 
in  a  partnership  or  for  and  with  shares  in  the  capital  stock  of  a  cor- 
poration (issued  prior  to  March  third,  nineteen  hundred  and  seven- 
teen), in  an.  amount  not  to  exceed,  on  March  third,  nineteen  hundred 
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should  never  be  carried  on  books  of  account  nor  in  a  balance 
sheet  as  an  element  of  invested  capital  except  at  a  purchase 
price  the  equivalent  of  cash  fixed  by  a  buyer  and  a  seller.  The 
buyer  and  the  seller  should  be  independent  contracting 
parties. 

Goodwill,  to  have  a  sales  value,  must  represent  a  substan- 
tial earning  power  in  excess  of  ordinary  interest  on  capital  and 
management  salaries/^ 

The  actual  value  of  goodwill  fluctuates  from  day  to  day 
and  aside  from  all  other  reasons  any  attempt  on  the  part  of 
owners  to  capitalize  goodwill  in  the  absence  of  a  willing  buyer 
would  result  only  in  the  wildest  kind  of  estimates.  If  it  were 
left  to  the  discretion  of  owners  of  businesses  to  value  their  own 
goodwill,  it  might  be  found  that  a  tax  based  on  earnings  in 
excess  of  a  return  of  8  or  10  per  cent  on  capital  invested 
would  yield  no  revenue  whatever. 

When  there  has  been  a  bona  fide  sale  of  goodwill  the  pur- 
cliaser  is  entitled  to  at  least  the  same  return  on  the  purchase 
price  of  goodwill  as  that  to  which  the  purchaser  of  tangible 
assets  is  entitled.  A  considerable  part  of  the  earnings  realized 
by  the  purchaser  must  1)e  used  to  defray  the  cost  of  and  to 
amortize  the  capital  invested  in  the  goodwill  of  the  business 
acquired.  Likewise  a  considerable  part  of  the  earnings  real- 
ized by  the  purchaser  of  a  manufacturing  plant  must  be  used 
to  provide  for  the  replacement  or  amortization  of  the  prop- 
erty acquired. 

The  owner  of  a  business  who  has  no  cash  capital  invested 
in  goodwill  is  in  the  fortunate  position  of  having  no  carrying 


and  sevenlecn,  twenty  per  cei.tum  of  the  total  interests  or  shares  in 
the  partnership  or  of  the  total  shares  of  the  capital  stock  of  the  cor- 
poration, shall  be  inc  uded  in  invested  capital  at  a  value  not  to  exceed 
the  actual  cash  value  at  the  time  of  such  purchase,  and  in  case  of 
issue  of  stock  therefor  not  to  exceed  the  par  value  of  such 
stock ;...." 

It  may  be  that  20  per  cent  of  the  total  capitalization  was  too  large 
or  too  small  a  limit  for  goodwill,  but  the  arb  trary  limitation,  was  not 
fixed  without  careful  investigation. 

'"Auditing,  Theory  and  Practice  (2nd  edition),  by  R.  H.  Montgomery, 
pages  123  to  128. 
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charges  on  a  cash  investment  in  goodwill,  nor  does  he  have  the 
burden  of  amortizing  the  principal  of  the  investment.  The  re- 
turn to  the  owner  is  reflected  in  the  increased  net  earnings 
which  his  business  yields  as  against  the  heavily  burdened  busi- 
ness in  which  goodwill  has  been  purchased. 

The  foregoing  remarks  are  based  upon  the  assumption  that 
"cost  price"  means  cost  in  cash  or  the  equivalent  of  cash. 
When  the  purchase  price  of  goodwill  is  offset  by  a  given 
amount  of  common  stock  and  the  stock  immediately  sells  at 
less  than  par,  the  inference  is  plain  that  an  excessive  value  has 
been  placed  upon  goodwill.  When  goodwill  has  been  pur- 
chased for  cash  it  may  be  included  as  invested  capital  at  the 
full  purchase  price.  When  purchased  for  stock  it  is  subject  to 
the  limitations  placed  upon  intangible  property.^' 

When  a  partnership  buys  for  cash  goodwill  from  a  retir- 
ing partner  or  from  others  the  cost  should  be  set  up  as  an 
asset. 

If  subsequently  a  corporation  is  formed,  steps  should  be 
taken  to  secure  the  benefit  of  the  cash  paid  for  the  goodwill. 
If  stock  were  issued  to  the  partners  it  might  be  held  that 
the  limitation  of  25  per  cent  would  apply. 

Goodwill  written  off. — If  goodwill  has  been  purchased  and 
the  cost  thereof  has  been  written  down  on  the  books  out  of 
profits  or  surplus,  it  will  be  permissible  to  restore  the  book 
value  to  cost.  The  amounts  written  off  were  not  allowable 
deductions  in  income  tax  returns;  therefore  no  adjustment  of 
returns  should  be  necessary. 

Patents. — Under  the  19 18  law^°  patents  are  included  with 
intangible  property  and  are  subject  to  the  limitations  imposed 
upon  goodwill  and  items  of  a  similar  nature.  Under  the  191 7 
law^^  patents  could  be  included  in  invested  capital  up  to  the  par 

"See  page    134- 
"Section  325  (a). 

"[Former  Procedure]  Patents  and  copyrights  were  distinguished 
in  the   1917   law   [section  207    (a-3-a)]    from   other   assets   ordinarily 
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value  of  the  stock  issued  therefor  if  cash  value  equal  thereto 
at  time  of  acquisition  could  be  sustained. 

Regulation.  From  the  standpoint  of  assets  a  patent,  or  more 
particularly  a  group  of  patents,  is  closely  analogous  to  good  will. 
Their  value  is  contingent  upon  and  measured  by  their  earning 
power.22  While  patents  have  a  definite  life,  there  is  a  common  ten- 
dency to  extend  that  life  by  improvements  upon  the  original,  and  in 
a  successful  business  the  patent  value  merges  more  or  less  com- 
pletely into  a  trade  name  or  other  form  of  good  will.  Therefore, 
while  deductions  in  respect  to  the  depreciation  of  patents  based 
upon  a  normal  life  period  of  seventeen  years  are  allowable  in  com- 
puting net  income  for  the  purpose  of  the  income  tax,  such  deductions 
are  not  obligatory,  but  are  optional  with  each  taxpayer.  Where  since 
January  i,  1909,  a  corporation  has  exercised  that  option  to  its  own 
benefit  in  computing  its  taxable  net  income  the  amount  so  deducted 
can  not  now  be  restored  in  computing  invested  capital.  Where, 
however,  the  cost  of  patents  has  been  charged  against  surplus  or 
otherwise  disposed  of  in  such  a  manner  as  not  to  benefit  the  cor- 
poration in  computing  its  taxable  net  income  since  January  i,  1909, 
any  amount  so  written  off  may  be  restored  in  computing  invested 
capital,  if  it  be  shown  to  the  satisfaction  of  the  Commissioner  that 
the  amount  so  written  off  represented  a  mere  book  entry  ascribable 
to  a  conservative  policy  of  management  or  accounting  and  did  not 
represent  a  realized  shrinkage  in  the  value  of  such  assets.  Any 
amount  so  restored  may  not  be  written  off  by  way  of  deductions 
from  taxable  net  income  in  any  subsequent  year  or  years.  Where 
a  corporation  has  charged  to  current  expenses  the  cost  of  developing 
or  protecting  patents,  no  amount  in  respect  thereof  expended  since 


termed  intangibles  and  could  be  valued  at  cost  or,  if  paid  for  in 
capital  stock  or  as  a  capital  contribution  to  a  partnership,  were 
included  at  their  cash  value  at  time  of  purchase.  Section  207  (a)  of 
the  law  provided  that  the  valuation  of  patents  and  copyrights  should 
not  exceed  the  par  value  of  the  stock  or  partnership  shares  issued 
therefor. 

There  was  no  provision  for  any  revaluation  of  patents,  but  if 
patents  were  written  off  on  the  books  the  cost  price  could  be  restored. 
If  only  ordinary  depreciation  had  been  written  off  no  adjustment 
could  be  made,  but  if  amounts  in  excess  of  ordinary  depreciation  were 
written  off  and  not  deducted  in  federal  excise  or  income  tax  returns, 
an  adjustment  could  be  made. 

If  heavy  depreciation  rates  had  been  claimed  and  allowed  in 
income  tax  returns,  it  was  possible  to  file  amended  returns,  but  special 
and  good  reasons  were  required. 

If  good  evidence  could  be  furnished  that  the  cash  value  of  patents 
greatly  exceeded  the  par  value  of  stock  issued  therefor,  the  excess 
value  could   be   treated  as   "paid-in   surplus." 

"For  method  of  determining  the  value  of  patents  at  March,  i.,  19,13> 
see  Income  Tax  Procedure,  1920,  page  727. 
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January  i,  1909,  can  be  restored  in  computing  invested  capital.  In 
respect  of  expenditures  made  before  January  i,  1909,  a  corporation 
now  seeking  to  restore  them  must  be  prepared  to  show  to  the  satis- 
faction of  the  Commissioner  that  all  such  items  are  proper  capital 
expenditures.  It  can  not  be  said  that  the  correct  computation  of 
surplus  and  undivided  profits  necessarily  requires  a  deduction  in 
respect  of  the  expiration  of  patents.  It  follows,  therefore,  that 
where  a  corporation  in  thg  exercise  of  its  option  has  not  written 
down  the  cost  of  patents,  it  is  not  ordinarily  necessary  to  reduce  the 
surplus  and  undivided  profits  in  computing  invested  capital,  whether 
the  patents  have  been  acquired  for  stock  or  shares  or  for  cash  or 
other  tangible  property.    Due  consideration  will  be  given  to  the  facts 

in  any  case  in  which  this  rule  seems  obviously  unreasonable 

(Art.  843.) 

When  depreciation  of  patents  does  not  reduce  25  per  cent 
allowance. — The  restriction  upon  the  inclusion  of  patents 
and  other  intangibles  in  invested  capital  relates  primarily  to 
the  outstanding  capital  stock  and  next  to  the  actual  cash  value 
of  the  intangibles.  Assume  patents  proved  to  be  worth  $100,- 
000  and  capital  stock  $200,000.  Patents  can  be  included  in 
invested  capital  at  only  $50,000.  If  depreciation  amounting 
to  $20,000  were  charged  off,  patents  would  still  be  included  in 
invested  capital  at  $50,000. 

The  law  intends  that  the  aggregate  of  intangibles  shall 
not  exceed  25  per  cent  of  the  capital  stock.  Until  the  in- 
tangibles are  written  down  below  25  per  cent  of  the  capital 
stock,  depreciation  cannot  affect  the  computation. 

Patents  transferred  from  partnership  to  corporation. — 
When  the  patents  have  been  purchased  for  cash  by  a  part- 
nership and  the  partnership  is  incorporated,  care  should  be 
taken  to  transfer  the  patents  for  cash  and  not  for  stock. 

Patents  when  purchased  by  a  corporation  for  cash  are 
fully  allowed  as  invested  capital.  It  would  be  discriminatory 
if  a  partnership  which  had  paid  cash  for  patents  were  not  per- 
mitted to  secure  the  same  privilege  upon  incorporation. 

Corporate  stocks. — In  stating  invested  capital,  the  item 
corporate  stocks  as  such  must  be  eliminated,  except  when  gains 
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have  been  realized  or  when  a  computation  is  made  as  to 
the  ratio  between  admissible  and  inadmissible  assets.^'  The 
aggregate  of  the  book  values  at  which  stocks  are  carried  as 
an  asset  is  the  amount  which  must  be  taken  into  considera- 
tion. If  the  book  value  does  not  represent  the  actual  value 
of  the  stocks,  an  adjustment  may  be  permissible. 

The  adjustments  mentioned  above  may,  however,  have 
some  bearing  on  taxes  in  cases  of  realizations,  as  actual  values 
at  March  i,  19 13,  determine  whether  or  not  a  profit  has  been 
realized. 

Treasury  stock. — If  any  shares  of  a  corporation's  own 
stock  are  carried  on  the  books  as  an  asset,  the  amount  at  which 
the  shares  are  carried  should  be  deducted  in  calculating  in- 
vested capital. 

If  treasury  stock  is  carried  at  a  book  value  of  less  than  par 
and  the  total  par  value  of  shares  owned  is  deducted  from  out- 
standing stock,  the  deficiency  should  be  adjusted  through  the 
account  to  which  it  is  applicable.  Sometimes  surplus  or  capital 
surplus  should  be  credited,  but  usually  the  credit  should  be 
made  to  property  account.^*  If  carried  at  more  than  par,  sur- 
plus account  should  be  debited.  In  statements  of  net  worth  or 
invested  capital,  treasury  stock  should  not  appear  among  the 
assets.  For  full  discussion  of  effect  of  treasury  stock  on  in- 
vested capital,  see  page  182. 

Pre-war  period — Adjustment  of  assets. — For  treatment  of 
adjustment  of  pre-war  assets,  see  Chapter  XII,  "Pre-war 
Invested  Capital,"  page  212. 


'^See  under  "inadmissible  assets,"  pages  154,  156. 
"'Reg.  45,  Art.  861,  page  861. 


CHAPTER  IX 

INADMISSIBLE  ASSETS 

Generally  speaking,  all  assets,  tangible  or  intangible,  are 
admissible  except  those  the  income  from  which  is  not  taxable 
(stocks  and  municipal  bonds),  goodwill  and  patents  when  the 
total  of  such  intangibles  exceeds  a  given  proportion  of  the 
par  value  of  the  outstanding  capital  stock,  and  appreciations 
of  values. 

Law.  Section  325.  (a)  ....  The  term  "admissible  assets" 
means  all  assets  other  than  inadmissible  assets,  valued  in  accordance 
with  the  provisions  of  subdivision  (a)  of  section  326,^  section  330,^ 
and  section  331.^ 

But  the  exclusion  of  an  item  from  admissible  assets  does 
not  change  it  to  an  "inadmissible"  asset,  as  the  latter  term  is 
defined  in  the  law.  The  term  "inadmissible  assets"  is  used 
in  a  technical  sense  and  is  restricted  in  its  application.  When 
book  values  are  based  on  revaluations,  etc.,  capital  as  shown 
by  the  books  must  be  adjusted,  but  the  non-admissibility  of 
an  asset  does  not  justify  its  inclusion  among  "inadmissible" 
assets. 

Goodwill,  patents,  organization  expenses  and  similar  in- 
tangible items  are  never  "inadmissible"  assets.  There  is  a 
very  definite  restriction  on  the  valuation  of  tangible  as  well 
as  intangible  property.  Plant  values  must  be  justified  to  war- 
rant inclusion  in  invested  capital.  Intangible  values  also  must 
be  sustained  in  order  to  be  included  in  invested  capital.  In  the 
case  of  intangibles  there  is  a  further  restriction,  contingent 
upon  the  amount  of  capital  stock  outstanding,  but  the  amount 
eliminated  does  not  become  an  inadmissible  asset. 


'Section  326  defines  the  items  which  enter  into  invested  capital. 
''Section  330  covers  reorganization  before  March  3,  1917. 
'Section  331  covers  reorganization  after  March  3,  1917. 
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The  only  'inadmissible"  assets  are  stocks,  bonds  and  other 
obligations,  the  dividends  or  interest  from  which  are  not  in- 
cluded in  computing  net  income.  United  States  obligations, 
even  though  the  income  is  exempt,  are  admissible,  not  inad- 
missible, assets. 

Law.  Section  325.  (a)  .  .  .  .  The  term  "inadmissible  assets" 
means  stocks,  bonds,  and  other  obligations  (other  than  obligations  of 
the  United  States),  the  dividends  or  interest  from  which  is  not  in- 
cluded in  computing  net  income,  .... 

Inadmissible  assets  may  be  included  in  computation  of 
invested  capital. — 

Regulation.  Stocks,  bonds  and  other  obligations  (other  than 
obligations  of  the  United  States),  the  dividends  or  interest  from 
which  are  not  included  in  computing  net  income,  when  bona  fide 
paid  in  for  stock  or  shares  may  like  other  tangible  property  be  in- 
cluded in  computing  the  invested  capital  of  the  corporation  at  their 
actual  cash  value  when  paid  in (Art.  834.) 

The  inclusion  of  inadmissible  assets  as  invested  capital  is 
merely  for  the  purpose  of  computation.  The  inadmissible 
assets  may  be  wholly  excluded,  but  if  profits  have  been  derived 
therefrom  or  interest  has  been  paid  to  carry  them  and  not  al- 
lowed in  computing  net  income,  only  a  percentage  is  ex- 
cluded. ' 

Inadmissible  assets  cannot  be  treated  as  admissible  even 
though  no  income  received  therefrom. 

Regulation.  Stocks,  bonds  and  other  obligations  (other  than 
obligations  of  the  United  States),  the  dividends  or  interest  from 
which  are  not  required  to  be  included  in  computing  net  income,  are 
inadmissible  assets  even  though  no  such  dividends  or  interest  have 
been  actually  paid  or  received  during  the  taxable  year.  The  failure 
to  pay  or  to  receive  dividends  or  interest  does  not  change  the  status 
of  such  securities  as  inadmissible  assets (Art.  815.) 

Inadmissible  assets  cannot  be  treated  as  admissible  even 
though  income  is  returned  as  taxable.* — 


*It  was  proposed  that  banks,  bankers  and  others  might,  if  they  so 
elected,  include  all  income  from  inadmissible  assets  and  thereby  make  all 
assets  "admissible."  This  provision,  however,  was  stricken  out  before  the 
1918  bill  became  a  law. 

When  a  corporation  owns  stock  of  another  corporation  the  amount 
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Regulation A  corporation  can  not  by  including  the  in- 
come from  inadmissible  assets  as  taxable  income  create  the  right  to 
have  such  assets  considered  admissible  assets.     (Art.  815.) 

The  foregoing  regulations  make  it  clear  that  it  is  the  kind 
of  security — not  its  income-producing  power,  nor  the  return 
of  income  for  taxation — which  determines  whether  or  not  it 
is  inadmissible. 

United  States  bonds  are  included  as  invested  capital. — 

Section  325  (a)  provides  that  assets  the  income  from  which  is 
not  subject  to  the  excess  profits  tax  shall  not  be  treated  as  in- 
vested capital,  but  obligations  of  the  United  States  are  ex- 
pressly excluded  from  the  prohibition. 

As  to  Liberty  bonds  (except  the  first  issue  and  the  Vic- 
tory 3^  per  cent)  and  certificates  of  indebtedness,  the  section 
makes  little  difference  except  to  corporations  with  very  small 
capital  because  the  interest  on  these  obligations  is  subject  to 
the  excess  profits  tax  (except  as  to  the  interest  on  a  restricted 
amount  of  each  issue),  but  a  substantial  advantage  may  be  se- 
cured through  the  ownership  of  3^  per  cent  Liberty  bonds 
and  3^  per  cent  Victory  notes.  The  interest  on  the  3  3^  per 
cent  and  all  other  United  States  bonds  issued  prior  to  Septem- 
ber I,  19 1 7,  and  on  the  3^  per  cent  Victory  notes  is  entirely 
tax-exempt.  Nevertheless,  the  cost  price  of  such  bonds  need 
not  be  deducted  from  the  assets  of  the  corporation  in  comput- 
ing invested  capital. 

It  will  be  noted  that  the  bonds  which  must  be  deducted  are 
tax-exempt  bonds  (such  as  municipals),  not  so-called  tax-free 
bonds  (such  as  corporate  bonds). 

As  stated  on  page  108,  a  good  test  of  the  aggregate  of 
allowable  invested  capital  can  be  made  by  basing  the  calcula- 
tion on  the  capital  and  surplus  accounts  rather  than  on  the 


so  invested  must  be  deducted  from  invested  capital,  even  though  no 
dividends  were  received  during  the  year.  This  rule  is  equitable,  other- 
wise the  amount  invested  in  corporate  stocks  would  serve  to  increase  the 
excess  or  war  profits  credit  applicable  in  the  computation  of  the  tax  on 
income  from  other  sources. 
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asset  accounts.    It  is  true  that  all  United  States  bonds  are  ad- 
missible assets  but  so  are  cash  and  other  items. 

The  mere  purchase  of  United  States  bonds  during  a  tax- 
able year,  however,  does  not  of  itself  increase  the  invested 
capital.  An  increase  can  come  only  through  the  actual  con- 
tribution of  additional  capital  which  may  then  be  invested  in 
such  bonds  or  in  any  other  admissible  asset. 

Ruling.  In  October,  1917,  a  corporation  invested  $200,000  of 
its  current  earnings  in  Liberty  bonds.  May  this  amount  be  included 
in  the  invested  capital   for  1917? 

No.  Although  the  Liberty  bonds  are  "admissible"  assets,  their 
acquisition  did  not  affect  the  invested  capital  for  1917.  Profits  of 
a  taxable  year,  even  though  carried  to  surplus  account,  can  not  be 
included  in  invested  capital  for  that  year.  (Excess  Profits  Tax 
Primer,  1918,  question  yy.) 

State  and  municipal  bonds  inadmissible. — 

Regulation.  Obligations  of  a  State  or  Territory  or  any  mu- 
nicipal or  other  political  subdivision  thereof,  of  the  District  of 
Columbia,  or  of  any  possession  of  the  United  States,  and  federal  farm 
loan  bonds,  not  being  obligations  of  the  United  States  within  the 
meaning  of  the  statute,  are  inadmissible  assets (Art.  8i6.) 

Stocks  of  foreign  corporation  may  be  admissible  or  inad- 
missible.— The  stock  of  a  foreign  corporation  which  has  no  in- 
come within  the  United  States  is  an  admissible  asset  because 
the  net  income  received  from  such  source  would  be  taxable.^  If 
any  part  of  the  income  of  a  foreign  corporation  is  from  sources 
within  the  United  States,  and  hence  subject  to  tax,  the  stock 
of  such  corporation  is  an  inadmissible  asset. 

Although  article  636  of  the  regulations  (based  on  section 
240  of  the  law)  forbids  the  filing  of  a  consolidated  return  for 
a  domestic  holding  company  and  a  subsidiary  foreign  corpora- 


'[Former  Procedure] 

Rkgulation.  "In  the  case  of  domestic  corporations  or  partnerships 
and  of  citizens  or  residents  of  the  United  States  holding  stock  in  a 
foreign  corporation  part  of  whose  net  income  is  subject  to  the  income 
tax,  there  shall  be  included  in  invested  capital  such  proportion  of  the  value 
of  the  stock  in  such  foreign  corporation  as  the  net  income  of  such 
foreign  corporation  from  sources  outside  the  United  States  is  of  its 
entire  net  income."     (Reg.  41,  1918,  Art.  46.) 
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tion,  the  stock  of  the  subsidiary  is  an  admissible  asset  in  com- 
puting the  invested  capital  of  the  parent  company,  provided 
no  part  of  the  income  of  the  foreign  corporation  is  derived 
from  sources  within  the  United  States. 

Goodwill  and  tangible  assets  should  be  reduced  before 
computing  percentage  of  inadmissible  assets  to  be  deducted^ 

Article  852*^  refers  to  the  adjustments  which  must  be  made 
to  certain  assets  for  the  purpose  of  computing  invested  capi- 
tal. The  regulation  does  not  state  that  patents,  goodwill  and 
other  intangible  property  must  be  adjusted.  The  previous 
article  (851)  requires  that  the  actual  cash  value  of  intangible 
property  must  be  ascertained.  It  will  be  assumed,  therefore, 
that  the  intangibles  appear  in  the  computation  at  cash  value. 

Law.  Section  326.  (c)  There  shall  be  deducted  from  invested 
capita]  as  above  defined  a  percentage  thereof  equal  to  the  percentage 
which  the  amount  of  inadmissible  assets  is  of  the  amount  of  admis- 
sible and  inadmissible  assets  held  during  the  taxable  year. 

The  words  "as  above  defined"  relate  to  section  326  (a) 
which  includes  among  other  things  the  limitation  on  intangible 
property  for  invested  capital  purposes.  Therefore,  it  seems 
clear  that  the  amount  of  invested  capital  which  is  to  be  reduced 
by  the  method  prescribed  for  the  elimination  of  inadmissible 
assets  is  the  invested  capital  inclusive  of  the  inadmissible  as- 
sets, but  after  reducing  intangible  property  to  comply  with  the 
limitation  imposed. 

It  follows  that  both  equity  and  logic  would  call  for  basing 
the  percentage,  which  is  to  be  used  in  the  reduction  of  invested 
capital  by  reason  of  the  ownership  of  inadmissible  assets,  on 
admissible  assets  valued  in  accordance  with  section  326  (a), 
which  limits  the  admissible  value  of  intangible  property. 

Section  325  (a)  defines  "admissible  assets"  as  being: 

Law.  Section  325.  (a)  ....  all  assets  other  than  inadmis- 
sible assets,  valued  in  accordance  with  the  provisions  of  subdivision 
(a)  of  section  326,  section  330,  and  section  331. 

"See  page  158. 
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Therefore,  intangible  property  included  among  admissible 
assets  must  be  valued  subject  to  the  limitation  imposed  by 
section  326  (a).  The  foregoing  discussion  may  be  sum- 
marized as  follows: 

1.  Invested  capital  up  to  the  point  of  making  the  deduction 
for  inadmissible  assets  is  to  be  calculated  by  deducting  from 
the  sum  of  capital  stock  and  surplus  the  excess  book  value  of 
intangible  property  over  the  valuation  permitted  therefor  by 
section  326  (a)  and  by  adding  or  deducting  averaged  changes 
during  the  year. 

2.  The  respective  aggregates  of  two  classes  of  assets  are 
to  be  determined : 

(a)  Inadmissible  assets,   such  as  corporate  stocks,  mu- 

nicipal bonds,  etc. 

(b)  Admissible  assets,  the  book  value  of  any  intangible 

property   included   therein  being  reduced   to   the 
value  permitted  under  section  326  (a). 

3.  There  is  to  be  deducted  from  invested  capital  [calculated 
as  above  under  (i)]  that  percentage  thereof  which  the  inad- 
missible assets  are  of  the  total  assets,  both  admissible  and  inad- 
missible. The  aggregate  of  both  classes  of  assets  will  be  the 
total  of  (a)  and  (b)  as  valued  under  (2)  above. 

Changes  in  admissible  or  inadmissible  assets. — When 
changes  occur  in  admissible  or  inadmissible  assets  during  the 
taxable  year,  the  average  amount  of  each  for  the  year  must 
be  determined  and  the  percentage  to  be  used  in  reducing  in- 
vested capital  must  be  calculated  upon  such  averaged  holdings. 

In  certain  cases  the  calculation  may  be  made  by  adding 
the  amounts  at  the  beginning  and  end  of  the  year  and  divid- 
ing by  two  but  in  other  cases  the  calculation  must  be  based 
on  the  dates  of  each  change.    The  procedure  is  as  follows : 

Regulation.  For  the  purpose  of  ascertaining  the  deductible  per- 
centage the  amount  of  inadmissible  assets  held  during  the  year  may 
ordinarily  be  determined  by  dividing  by  two  the  sum  of  the  amount  of 
such  assets  held  at  the  beg'nning  of  the  year  and  the  amount  held 
at  the  end  of  the  year.     The  total  amount  of  admissible  and  in- 
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admissible  assets  held  during  the  year  may  ordinarily  be  deter- 
mined by  dividing  by  two  the  sum  of  the  amount  of  such  assets  held 
at  the  beginning  of  the  year  and  the  amount  at  the  end  of-  the  year. 
If  at  any  time  a  substantial  change  has  taken  place  either  in  the 
amount  of  inadmissible  assets  or  in  the  total  amount  of  admissible 
and  inadmissible  assets,  the  effect  of  such  change  shall  be  averaged 
exactly  from  the  date  on  which  it  occurred.  In  any  case  where  the 
Commissioner  finds  that  either  amount  determined  as  above  pro- 
vided does  not  substantially  reflect  the  average  situation  throughout 
the  year,  and  that  the  amount  of  each  kind  of  assets  held  on  a  given 
day  of  each  month  throughout  the  year  or  at  more  frequent  regular 
intervals  can  be  determined,  the  amount  of  inadmissible  assets  and 
the  amount  of  both  kinds  of  assets  held  during  the  year  shall  be 
determined  by  averaging  the  amounts  held  at  such  several  times.  In 
making  the  computations  under  this  article  the  valuation  at  which 
each  asset  is  carried  shall  be  adjusted  in  accordance  with  the  pro- 
visions of  the  statute  and  of  the  regulations  relating  to  the  valua- 
tion of  assets  for  the  purpose  of  computing  invested  capital,  including 
in  such  adjustment  the  amount  of  reserves  for  depreciation,  deple- 
tion, amortization  and  other  reserves  which  represent  the  valuation 
of  assets.  It  is  immaterial  whether  any  asset  was  acquired  out  of 
invested  capital  or  out  of  profits  earned  during  the  year  or  borrowed 
capital.     (Art.  852.) 

The  reason  for  requiring  an  adjustment  of  assets  is  that 
the  ratio  between  admissible  and  inadmissible  assets  is  deter- 
mined by  adding  together  the  gross  book  or  allowable  values 
of  both  classes.  It  is  of  advantage  to  taxpayers  to  have  as 
high  an  aggregate  of  admissible  assets  as  possible,  but  it  would 
not  be  proper  to  include  depreciable  property  at  gross  values.^ 
Reserves  which  are  directly  applicable  against  specific  assets 
should  be  deducted  therefrom  in  making  the  computation, 
excepting  reserves  not  allowed  for  income  tax  purposes. 

Realized  appreciation  not  a  deduction  from  asset 
ACCOUNTS. — It  is  stated  in  article  852  that  reserves  for  de- 
preciation should  be  deducted  from  the  asset  accounts  to  which 
they  relate.  Appreciation  in  value  as  of  March  i,  1913,  is  a 
proper  asset  account  to  set  up  on  the  books  but  it  may  not  be 
included  in  invested  capital. 


'See  Auditing,  Theory  and  Practice  (2nd  Edition),  by  R.  H.  Mont- 
gomery, pages  182-184. 
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When  the  appreciation  is  reahzed  through  charges  to  op- 
eration or  sale  the  reahzed  portion  of  the  appreciation  will 
appear  in  earned  surplus  and  may  be  included  as  invested 
capital  from  dates  of  realization.® 

Inadmissible  assets  purchased  out  of  current  earn- 
ings.— In  article  852  it  is  stated  that  in  determining  the  per- 
centage of  inadmissible  assets  to  be  deducted,  the  amount  held 
during  the  year  must  be  taken  into  consideration.  The  article 
also  states  that  it  is  immaterial  whether  or  not  such  assets 
were  purchased  out  of  profits  earned  during  the  year. 

A  corporation  at  the  beginning  of  the  year  may  have  held 
no  inadmissible  assets.  At  the  middle  of  the  year  out  of  funds 
readily  identified  as  arising  from  current  profits  it  purchased 
corporate  stocks.  No  dividends  thereon  were  received  up  to 
the  end  of  the  year.  If  the  amount  invested  in  the  stocks  is 
averaged  with  other  assets  there  will  be  deducted  from  invested 
capital  at  the  beginning  of  the  year  a  percentage  thereof. 

The  tax  on  the  income  from  other  sources  depends  on  the 
credit  of  8  per  cent.  If  the  invested  capital  is  decreased  because 
of  the  purchase  of  corporate  stocks,  the  tax  will  be  increased. 
This  result  is  not  equitable.  The  law  does  not  permit  current 
earnings  to  be  taken  into  consideration  during  the  year  by 
adding  such  earnings  to  invested  capital.  If  inadmissible 
assets  purchased  during  the  year  with  current  earnings  must 
be  averaged,  it  will  result  in  the  deduction  of  current  earn- 
ings from  invested  capital  at  the  beginning  of  the  year.  There- 
fore, when  inadmissible  assets  can  be  identified  as  having 
been  purchased  out  of  current  earnings,  the  amount  invested 
therein  should  be  omitted  from  the  computation  of  deductions 
from  invested  capital.  This  rule  applies  whether  income  is 
received  therefrom  or  not. 

The  same  rule  applies  to  admissible  assets  purchased  dur- 
ing the  year  with  current  earnings.  If  all  current  earnings 
were  in  the  form  of,  or  were  invested  in  admissible  assets,  it 


"See  Income  Tax  Procedure,  1920,  page  767. 
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might  be  urged  that  it  would  not  be  equitable  to  increase  the 
ratio  of  admissible  assets  thereby.  It  would  be  simple  enough 
to  cover  such  a  contingency  by  a  regulation. 

The  point  at  issue  is  that  the  Treasury  has  no  right  to 
construe  a  tax  law  to  the  disadvantage  of  a  taxpayer.  Earn- 
ings accumulated  during  a  year  are  not  added  to  invested  capi- 
,  tal  as  they  should  be  from  an  equitable  point  of  view.  But 
however  that  may  be,  it  is  certain  that  no  regulation  can  be 
enforced  which  requires  that  all  the  earnings  during  the  year 
plus  part  of  the  invested  capital  at  the  beginning  must  be  de- 
ducted from  invested  capital. 

When  Inadmissible  Assets  Are  Not  Deemed  to  be 
"Inadmissible" 

Section  325  (a)  provides  that  where  the  income  derived 
from  inadmissible  assets  "consists  in  part  of  gain  or  profit 
derived  from  the  sale  or  other  disposition  thereof,  or  where 
all  or  part  of  the  interest  derived  from  such  assets  is  in  effect 
included  in  the  net  income  because  of  the  limitation  on  the 
deduction  of  interest  under  paragraph  (2)  of  subdivision  (a) 
of  section  234,  a  corresponding  part  of  the  capital  invested  in 
such  assets  shall  not  be  deemed  to  be  inadmissible  assets." 

The  foregoing  provision  decreases  the  deduction  for  inad- 
missible assets  under  two  conditions : 

1.  When  gains  have  been  derived  from  the  sale  of  stocks 

or  tax-exempt  bonds. 

2.  When  interest  has  been  paid  on  money  borrowed  to 

purchase  or  carry  tax-exempt  bonds. 

It  will  be  noted  that  after  the  calculation  is  made  and  the 
balance  sheet  items  are  correspondingly  adjusted,  in  calcula- 
tions wherein  inadmissible  assets  are  a  factor,  any  part  of 
what  were  previously  "inadmissible"  which  under  section  325 
(a)  are  not  deemed  to  be  "inadmissible"  assets  v.ill  rank  as 
admissible  assets. 
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Section  326  (c)  requires  that  invested  capital  be  reduced 
by  "the  percentage  which  the  amount  of  inadmissible  assets 
is  of  the  amount  of  admissible  and  inadmissible  assets  held 
during  the  taxable  year."  Any  assets  which  under  section 
325  (a)  have  been  determined  to  be  admissible  continue  to 
rank  as  admissible  assets  under  section  326  (c). 

It  will  be  helpful,  in  dealing  with  sections  325  and  326, 
to  remember  that  section  325  defines  all  the  various  classes  of  * 
assets  and   property,  whereas   section    326    defines   invested 
capital. 

In  other  words  section  325  governs  the  final  determina- 
tion of  admissible  and  inadmissible  assets,  and  section  326 
deals  only  with  the  items  previously  defined  as  related  to  in- 
vested capital. 

When  gains  have  been  realized  on  stocks,  etc.,  or  interest 
on  borrowed  money  has  not  been  deductible. — The  provisions 
of  the  law  which  modify  the  deduction  for  inadmissible  assets 
are  as  follows : 

Law.  Section  325.  (a)  [Inadmissible  assets]  ....  where  the 
income  derived  from  such  assets  consists  in  part  of  gain  or  profit 
derived  from  the  sale  or  other  disposition  thereof,  or  where  all  or 
part  of  the  interest  derived  from  such  assets  is  in  effect  included  in 
the  net  income  because  of  the  limitation  on  the  deduction  of  interest 
under  paragraph  (2)  of  subdivision  (a)  of  section  234,^  a  corre- 
sponding part  of  the  capital  invested  in  such  assets  shall  not  be 
deemed  to  be  inadmissible  assets ; 

The  phrase  "a  corresponding  part  of  the  capital  invested 
in  such  assets"  may  be  understood  to  mean  that  the  part  of 
inadmissible  assets  which  shall  be  included  will  be  "an  amount 
which  bears  the  same  ratio  to  the  total  amount  invested  in  such 
stocks  or  bonds  as  the  amount  of  such  gains  or  profits  bears 
to  the  total  amount  of  such  income." 

Regulation.  (o)  Where  the  income  derived  from  inadmis- 
sible assets  consists  in  part  of  profit  from  the  disposition  thereof,  or 


'Section    234    (a-2)    covers    limitation    of    interest    paid    on    indebt- 
edness incurred  to  purchase  or  carry  tax-exempt  securities. 
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(b)  where  all  or  a  part  of  the  interest  derived  from  such  assets  is 
in  effect  included  in  net  income  because  the  interest  paid  on  indebt- 
edness incurred  or  continued  to^purchase  or  carry  such  assets  may 
not  be  deducted  from  gross  income,  in  either  case  a  corresponding 
part  of  the  capital  invested  in  such  assets  shall  be  deemed  an  ad- 
missible asset.  This  article  applies  separately  to  each  issue  or  class 
of  inadmissible  securities  held  by  a  corporation.  For  example,  it 
may  hold  A  company  stock  costing  $100,000  and  B  company  stock 
costing  $200,000.  During  the  year  it  receives  $8,000  in  dividends 
from  A  company  and  $5,000  from  B  company,  and  on  September  30 
sells  part  of  its  B  company  stock  at  a  profit  of  $3,000.  For  the  period 
from  January  i  to  September  30,  $75,000  of  its  holdings  of  B  com- 
pany stock  become  admissible.  After  September  30,  its  remaining 
holdings  of  B  company  stock  are  inadmissible,  but  the  proceeds  of 

the  sale  are  admissible  unless  invested  in  inadmissibles (Art. 

817.) 

The  benefits  of  section  325  are  in  addition  to  those  of  sec- 
tion 326,  which  has  already  been  mentioned,  but  the  aggregate 
of  the  inadmissible  assets  included  in  invested  capital  under 
the  two  sections  must  not,  of  course,  exceed  the  total  of  the 
inadmissible  assets. 

When  gains  have  been  derived  from  sales. — The 
reason  for  deducting  inadmissible  assets  from  invested  capital 
is  that  income  derived  from  the  use  of  the  capital  so  invested 
is  not  taxable.  When  gains  have  been  realized  from  the  sale 
of  stocks  or  tax-exempt  bonds  it  would  be  inequitable  to  im- 
pose an  excess  profits  tax  on  such  gains  unless  the  capital 
invested  therein  were  included  as  invested  eapital.  Section 
325  (a)  purports  to  remedy  the  inequality  by  treating  as  ad- 
missible assets  an  amount  of  otherwise  inadmissible  assets 
equal  to  "a  corresponding  part  of  the  capital  invested  in  such 
assets." 

Article  817  of  Regulations  45,  contained  the  following  illus- 
tration of  the  foregoing  :^° 

Municipal   bonds    carried    on    books    at $100,000.00 

Interest    received    therefrom 2,000.00 

Profit  on  bonds   sold  for  $103,000 3,000.00 

"In  the  April  17,  1919,  edition  of  the  regulations  this  illustration  was 
omitted  and  the  illustration  given  above  was  substituted.  One  serves  the 
purpose  as  well  as  the  other. 
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Except  for  the  provisions  of  section  325  (a),  the  entire 
$100,000  (if  there  were  no  Ijorrowed  money)  would  be  ex- 
ckided  from  invested  capital  anfl  the  $2,000  interest  received 
would  be  excluded  from  taxable  income,  but  the  profit  of 
$3,000  would  be  taxable  without  the  benefit  of  any  excess  or 
war  profits  credit  (there  being  no  capital  invested  in  the  bonds 
upon  which  to  base  the  credit).  The  illustration  in  the  regu- 
lations applies  the  term  "a  corresponding  part  of  the  capital 
invested  in  such  assets"  as  follows : 

Interest    received    $2,000.00 

Profit  on  sale  3,000.00 

Total    $5,000.00 


The  ratio  of  profit  to  total  interest  and  profit  is  3/5  or  60 
per  cent,  therefore  it  is  assumed  that  60  per  cent  of  $100,000, 
viz.,  $60,000,  is  not  to  be  deemed  to  be  an  inadmissible  asset. 
This  leaves  in  invested  capital  $60,000  as  the  base  upon  which 
the  excess  and  war  profits  tax  is  imposed. 

When  no  income  has  been  derived  from  the  otherwise  in- 
admissible asset,  the  entire  amount  invested  therein  is  deemed 
to  be  inadmissible.     This  is  entirely  equitable. 

The  author  is  not  sure  that  article  817  properly  interprets 
the  law. 

In  the  preliminary  edition  of  Regulations  45  the  illustra- 
tion used^^  did  not  distinguish  between  various  issues  of  inad- 
missible assets.  *The  language  of  section  325  (a)  appears  to 
deal  with  inadmissible  assets  as  a  separate  class.  It  reads 
"where  the  income  derived  from  such  assets  consists  in  part 
of  gain  or  profit  derived  from  the  sale  or  other  disposition 
thereof."  If  it  had  been  intended  that  the  gain  plus  the  income 
from  any  one  asset  of  the  class  should  determine  the  ratio,  it 
must  be  assumed  that  the  section  would  have  so  provided.  It 
seems  to  be  a  forced  construction  of  the  section  to  separate 
the  inadmissible  assets  into  issues  or  classes,  and  in  some  cases 
it  would  lead  to  inequalities. 

"See  page  163. 
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If  a  taxpayer  owned  some  of  four  issues  of  City  of  New 
York  bonds  and  sold  part  of  two  issues  at  a  profit,  would  it 
be  held  that  a  gain  had  been  realized  on  the  two  issues  sold, 
rather  than  on  the  inadmissible  assets  owned  ?  Or  would  it  be 
held  that  a  gain  had  been  realized  from  all  New  York  bonds? 

Sometimes  the  same  issue  of  bonds  is  divided  into  different 
maturities  which  are  described  as  different  series.  Would 
each  series  be  deemed  to  be  an  issue?  So  with  corporate 
stocks,  frequently  an  investment  is  made  in  several  classes  of 
stock  issued  by  the  same  corporation  and  the  investment  is 
not  considered  by  the  corporation  to  be  separable.  Sales  are 
credited  against  the  investment  as  a  whole. 

It  has  been  stated  on  good  authority  that  the  section  in 
question  was  suggested  by  the  Treasury,  and  that  it  merely 
enacted  into  law  Regulations  41  which  purported  to  interpret 
the  1917  law.  In  various  articles  of  Regulations  41  and  in 
the  19 18  Excess  Profits  Tax  Primer  it  was  provided  that  the 
proportion  of  inadmissible  assets  not  to  be  deducted  from  in- 
vested capital  was  ascertained  by  comparing  total  income  and 
total  gains  from  inadmissibles.^^ 


'"[Former  Procedure]  1917.  The  second  paragraph  of  section 
207  of  the  law  specified  certain  items  which  were  not  to  be  included 
in  invested  capital,  namely:  stocks,  bonds  (other  than  obligations  of 
the  United  States)  or  other  assets  the  income  from  which  was  not 
subject  to  the  excess  profits  tax.  It  was  necessary  to  remedy  the 
inconsistency  which  existed  in  the  law  whereby  profits  arising  from 
the  sale  of  tax-free  securities  were  taxed  but  the  capital  invested 
therein  was  not  included  in  invested  capital.  The  regulations  per- 
mitted the  inclusion  in  invested  capital  of  an  amount  which  bore  the 
same  ratio  to  the  total  amount  invested  in  such  securities  as  the  profit 
from  dealing  in  tax-free  securities  bore  to  the  total  amount  of  income 
therefrom.  For  example,  an  investment  in  stocks  of  $100,000  was  of 
itself  to  be  omitted  from  invested  capital,  but  if  one-half  the  invest- 
ment was  sold  at  a  profit  of  $10,000  and  no  dividend  was  received, 
$50,000  would  be  added  to  invested  capital.  If  $10,000  was  received 
from  dividends,  $25,000  might  be  added  to  invested  capital.  In  the 
former  case  the  proportion  of  profit  to  total  profits  and  dividends 
was   100  per  cent.     In  the  latter   case  the   proportion   was   50  per  cent. 

Regulation.  "Whenever  income  consists  partly  of  gains  or  profits 
subject  to  the  excess  profits  tax  arising  from  trading  in  stocks,  bonds,  etc., 
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The  1918  law  may  be  assumed  to  have  confirmed  the  then 
existing  practice.  If  it  had  been  desirable  to  make  a  radical 
change  it  would  have  been  extremely  easy  to  have  had  the 
present  law  express  the  change. 

The  rule  prescribed  by  the  Treasury  may  work  in  favor  of 
the  taxpayer  or  the  government  depending  upon  the  ratio  of 
gain  from  sales  of  securities  to  the  income  therefrom.  As 
stated,  however,  the  rule  does  not  appear  to  be  in  accord  with 
the  intention  of  the  law. 

When  there  is  borrowed  money. — If  borrowed  money 
is  excluded  from  the  computation  of  invested  capital  and  if  it 
is  not  assumed  that  inadmissible  assets  may  have  been  pur- 
chased from  the  proceeds  of  borrowed  money,  injustice  will 
result. 

Under  the  provisions  of  the  1918  law  the  procedure  neces- 
sary to  eliminate  the  injustice  is  somewhat  narrowed  as  com- 
pared with  the  191 7  regulations.^^    The  law  provides,  in  effect, 


the  dividends  or  interest  on  which  are  not  subject  to  such  tax,  and  partly 
of  such  dividends  or  interest,  then,  subject  to  the  limitations  as  to 
borrowed  money,  there  shall  be  included  in  the  invested  capital  an 
amount  which  bears  the  same  ratio  to  the  total  amount  invested  in 
such  stocks  or  bonds  as  the  amount  of  such  gains  or  profits  bears  to 
the  total  amount  of  such  income."     (Reg.  41,  1918,  Art.  45.) 

Ruling.  "A  corporation  having  a  capital  stock  of  $100,000  is  engaged 
in  the  buying  and  selling  of  securities.  During  the  year  1917  an 
average  of  $75,000  of  its  capital  was  invested  in  municipal  bonds. 
Interest  on  the  bonds  amounted  to  $4,500;  profits  from  the  sale  of  the 
bonds  amounted  to  $18,000.  May  any  of  the  $75,000  invested  in  these 
bonds  be  included  in  invested  capital? 

"Yes.  The  total  income  from  the  bonds  (interest  plus  trading 
profits)  was  $22,500.  The  trading  profits  were  four-fifths  of  this 
amount.  Under  article  45  of  Regulations  41,  four-fifths  of  the 
amount  ($75,000)  invested  in  the  bonds,  namely,  $60,000,  may  be  in- 
cluded in  the  invested  capital."     {Excess  Profits  Tax  Primer,  1918.) 

"[Former  Procedure]  Permission  to  offset  inadmissible  assets 
against  borrowed  money  was  not  specifically  given  in  the  1918  regu- 
lations, but  forms  iioi,  1102  and  1103  definitely  confirmed  the  permis- 
sion. The  general  rule  followed  was  that  inadmissible  assets  could  be 
assumed  to  have  been  purchased  with  borrowed  money,  but  only  up 
to  the  extent  of  actual  liabilities. 

Ruling.  "  ....  a  corporation  or  partnership  would  be  permitted 
to  offset  corporate  stock  against  liabilities  in  the  computation  of  in- 
vested capital,  but  in  no  case  should  such  stock  in  excess  of  liabilities  be 
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that  when  stocks,  tax-free  bonds  or  other  inadmissible  assets 
are  purchased  with  the  proceeds  of  borrowed  money,  it  must 
be  assumed  that  a  proportion  of  the  admissible  assets  also  was 
acquired  with  the  proceeds  of  borrowed  money. 

Law.  Section  326.  (c)  There  shall  be  deducted  from  invested 
capital  as  above  defined  a  percentage  thereof  equal  to  the  percentage 
which  the  amount  of  inadmissible  assets  is  of  the  amount  of  admissible 
and  inadmissible  assets  held  during  the  taxable  year. 

A  corporation  has  capital  and  surplus  of  $400,000  and  in- 
debtedness of  $100,000.  It  has  admissible  assets  of  $420,000 
and  inadmissible  assets  of  $80,000.  Under  the  19 17  rulings 
as  the  indebtedness  exceeded  the  amount  of  inadmissible  assets 
there  was  no  deduction  from  capital  and  surplus.  Under  the 
19 1 8  law  [section  326  (c)]  it  is  assumed  that  all  the  assets 
were  proportionately  purchased  from  the  proceeds  of  the  in- 


considered  as  invested  capital."  (Letter  to  S.  D.  Leidesdorf  &  Co.,  New 
York,  N.  Y.,  signed  by  Deputy  Commissioner  L.  F.  Speer,  and  dated 
April  2,  1918.) 

Averaging  indebtedness  over  the  year  for  purpose  of  adjusting 
invested  capital. — 

"A  corporation  having  a  capital  stock  of  $25,000  had  an  indebted- 
ness at  beginning  taxable  year  of  $44,000;  average  indebtedness  during 
the  year  $48,000;  indebtedness  at  the  close  of  year  $20,000.  Interest 
rate  6  per  cent.  Interest  paid  over  allovvable  deduction  in  income  tax 
return  $780.  Indebtedness  all  unsecured  and  in  normal  course  of 
business  varies  from  day  to  day,  always  at  a  minimum  between  last 
of  month  and  tenth  succeeding  month  when  bills  are  paid  for  pur- 
chases preceding  month. 

"Can  the  amount  to  be  added  to  invested  capital  under  article  44, 
Regulations  41,  be  based  on  $48,000  as  permanent  indebtedness  or  is 
permanent  indebtedness  limited  to  $20,000  indebtedness  at  the  close 
of  year? 

"[Answer.]  Your  telegram  September  9.  Return  made  on  basis 
of  averaging  indebtedness  at  frequent  regular  intervals  during  the 
year  to  determine  adjustment  by  way  of  addition  to  invested  capital 
under  article  44,  Regulations  41.  is  acceptable  if  such  method  proves 
in  other  respects  to  be  just  and  equitable."  (Telegram  of  September 
9,  1918,  from  New,  Miller,  Camack  and  Wingner,  Kansas  City,  Mo., 
to  Commissioner  Daniel  C.  Roper,  and  the  Commissioner's  reply 
thereto  dated  September  26,  1918.) 

The  following  ruling  illustrates  the  principle  that  if  the  indebted- 
ness was  sufficient  to  offset  the  inadmissible  assets  no  part  of  the 
latter  need  be  deducted  from  capital  and  surplus;  also  that  if  at  any 
time  during  the  taxable  year  the  inadiuissible  assets  exceeded  the 
indebtedness    some   deduction    must    have    been    made    from    capital. 
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debtedness.  That  is,  tliere  must  be  deducted  from  the  capi- 
tal and  surplus  8o/50oths  (i6  per  cent)  of  $400,000  or 
$64,000,  making  the  invested  capital  of  the  concern  $336,000. 
Or,  to  put  it  another  way,  after  ascertaining  invested  capital 
by  adding  capital,  surplus,  etc.,  together,  there  will  be  deducted 
therefrom  all  inadmissible  assets,  unless  there  is  indebtedness 
outstanding  which  might  have  been  available  for  the  purchase 
of  all  or  part  of  the  inadmissible  assets.  If  there  is  such  in- 
debtedness, the  capital  will  be  reduced  only  by  the  proportion 
which  the  inadmissible  assets  are  of  the  total  assets  (both  ad- 
missible and  inadmissible). 

If  the  same  concern  had  no  indebtedness,  but  had  $500,000 
of  capital  and  surplus,  it  w^ould  result  in  a  deduction  of 
$80,000,  i.e.,  the  total  inadmissible  assets,  from  the  capital. 


Ruling.  "Reference  is  made  to  your  letter  of  April  20,  1918,  same 
being  in  reply  to  office  letter  of  April  12,  1918.  In  reply  you  are  advised 
that  changes  made  during  the  year  in  inadmissible  assets  should  be 
taken  into  consideration  together  with  any  change  in  indebtedness 
on  a  monthly  pro-rata  basis  in  determining  invested  capital  for  excess 
profits  tax  purposes. 

"In  the  case  you  cite  where  a  capital  of  $400,000  is  balanced  by 
an  equa.  srm  in  admissible  assets  and  assuming  that  the  indebted- 
ncFS  remair.s  constant  during  the  year,  if  for  example,  on  June  30, 
$100,000  of  admissible  assets  are  converted  into  inadmissible  assets 
the  average  invested  capital  for  the  year  on  a  monthly  pro-rata  basis 
woi-.ld  be  $.'!3o.ooo. 

"If  in  the  san:e  illustration.,  at  the  beginning  of  the  year  the  ad- 
missible assets  were  $420000,  the  inadmissible  assets  $8o,oco,  and 
the  indebtedness  $100,000,  and  assuming  again  that  the  indebtedness 
remains  constant  during  the  year,  the  invested  capital  as  of  the 
beginning  of  the  year  wouJd  be  $400,000.  If  on  June  30,  $100,000 
of  admis  ib'e  assets  are  converted  into  inadmissible  assets  thus  mak- 
ing the  total  of  inadmissible  assets  in  excess  of  the  indebtedne;s  the 
invested  capital  for  the  period  from  July  i,  to  the  end  of  the  year 
must  be  reduced  to  the  extent  that  the  inadmissible  assets  exceed 
the  liabilities.  The  average  invested  capital  for  the  year  on  a  monthly 
pro-r?ta  basis  in  this  case  would  l)e  $360,000. 

"In  cases  where  changes  arc  made  during  the  year  in  both  inad- 
missible arsets  and  in  indebtedness  the  average  amount  of  each  of 
said  items  for  the  full  year  should  be  ascertained. 

"If  the  average  total  of  the  inadmissible  assets  for  the  full  year 
is  equal  to  or  less  than  the  average  total  of  the  indebtedness  for  the 
full  year  no  reduction  in  invested  capita!  need  he  made. 

"If  the  average  total  of  the  inadmissible  assets  for  the  full  year  is 
in  excess  of  the  average  total  of  the  indebtedness  for  the  full  year, 
invested  capital  must  be  reduced  by  the  amount  of  such  excess." 
(Letter  to  Daker,  Goodyear  &  Co.,  New  Haven,  Conn.,  signed  by 
Commissioner  Daniel  C.  Roper,  and  dated  May  17,  1918.) 
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In  other  words  when  there  is  no  change  in  the  proportion 
of  admissibles  and  inadmissibles  during  the  year  the  entire 
amount  of  inadmissible  assets  is  excluded  from  invested  cap- 
ital, unless  there  is  indebtedness,  in  which  event  a  part  of  the 
indebtedness  is  in  effect  added  to  invested  capital. 

Law.  Section  325.  (a)  ....  The  term  "borrowed  capital" 
means  money  or  other  property  borrowed,  whether  represented  by 
bonds,  notes,  open  accounts,  or  otherwise; 

Except  in  the  rare  case  when  admissibles,  inadmissibles, 
capital  stock  and  surplus  as  related  to  each  other  remain  sub- 
stantially unchanged  during  the  year  the  deduction  for  inad- 
missibles has  no  logical  relation  to  the  amount  of  inadmis- 
sibles. Clearly  the  deduction  ought  not  to  be  greater  than  the 
maximum  amount  of  inadmissibles  held  at  any  time  during 
the  year  or,  except  in  the  case  of  borrowed  capital,  less  than 
the  minimum  amount  of  inadmissibles  held  at  any  time  during 
the  year;  but  since  the  percentage  for  the  inadmissible  deduc- 
tion is  derived  from  amounts  of  admissibles  affected  by  cur- 
rent earnings  and  such  percentage  is  applied  to  the  amount 
of  invested  capital  not  affected  by  current  earnings,  the  actual 
deduction  may  be  either  greater  than  the  maximum  or  less 
than  the  minimum  amount  of  inadmissibles  held,  depending 
on  the  changes  in  assets  due  to  the  year's  profit  or  loss. 

In  the  case  of  borrowed  capital,  although  the  deduction 
may  properly  be  less  than  the  amount  of  inadmissibles  held, 
the  result  may  be  otherwise  in  a  given  case  because  of  the 
fact  that  there  is  no  logical  relation  between  borrowed  capital 
and  the  increase  of  assets  arising  from  the  year's  operations. 
In  other  words,  although  the  deduction  provided  in  the  statute 
theoretically  eliminates  certain  non-taxable  assets  from  in- 
vested capital  and  theoretically  makes  some  allowance  for  the 
fact  that  such  assets  may  have  been  acquired  with  borrowed 
capital,  in  practice  the  result  may  vary  in  any  degree  imagined 
from  the  theoretical  result,  depending  on  the  change  in  ad- 
missible assets  arising  from  the  year's  operations. 
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When  inadmissible  assets  need  not  be  deducted  from  in- 
vested capital  because  interest  paid  to  carry  inadmissible  as- 
sets is  not  an  allowable  expense. — The  reason  for  deducting 
inadmissibles  assets  from  invested  capital  is  that  the  income 
arising  from  the  use  of  the  capital  so  invested  is  not  taxable. 
When  interest  paid  to  carry  the  tax-exempt  securities  is  not 
allowed  as  deductible  expense,  the  effect  is  exactly  the  same 
^  as  if  an  amount  of  non-taxable  income,  equal  to  the  amount 
of  interest  paid,  were  taxed.  Section  325  (a)  purports  to 
remedy  the  inequality  which  would  result  from  the  taxation 
of  tax-exempt  income  and  permits  the  taxpayer  to  treat  as 
admissible  assets  an  amount  of  otherwise  "inadmissible"  assets, 
equal  to  "a  corresponding  part  of  the  capital  invested  in  such 
assets." 

The  section  is  not  at  all  clear,  and  can  hardly  be  understood 
without  the  use  of  several  illustrations. 

The  first  two  illustrations  indicate  the  justice  of  the  rule 
which  excludes  inadmissible  assets  from  invested  capital  when 
there  is  no  borrowed  money  (and  consequently  no  interest 
paid)  and  no  gains  from  sales. 

[.    Assets   (all  admissible)    $500,000.00 

Capital    500,000.00 

Net  income  $  50,000.00 

Excess  profits  credit  8%   $  40,000.00 

Specific    exemption    3,000.00        43,000.00 

Net  income  to  be  taxed $    7,000.00 

20%  tax $    1,400.00 

Balance  of   income  after  taxes $  48,600.00 

II.    Assets : 

Admissible $500,000.00 

Municipal    bonds    300,000.00    $800,000.00 

Capital    800,000.00 

General   income,    net $  50,000.00  taxable 

Interest    on    bonds 15,000.00  exempt 

Total  income  per  books $  65,000.00 
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As  there  are  no  gains  and  no  interest  has  been  paid,  the 
classification  needs  no  adjustment  under  section  325. 

Under  section  326  (c)  there  must  be  deducted  the  per- 
centage which  the  amount  of  the  inadmissible  assets  is  of  the 
amount  of  admissible  and  inadmissible  assets,  viz.,  ^  or  37^ 
per  cent  of  $800,000 =$300,000,  leaving  as  allowable  invested 
capital  $500,000.  The  exclusion  of  bonds  from  the  invested 
capital  and  interest  from  the  total  income  leaves  the  amount  of 
excess  profits  tax  the  same  as  in  illustration  I,  viz.,  $1,400. 

The  next  example  illustrates  a  fairly  common  practice.^* 
The  corporation  in  illustration  I  buys  $300,000  of  municipal 
bonds,  borrows  $300,000  on  them,  receives  $15,000  interest 
thereon  and  pays  $15,000  interest  on  the  loan. 

III.  Assets: 

Admissible     $500,000.00 

Municipal  bonds   300,000.00         $800,000.00 

Capital  $500,000.00 

Note   payable    300,000.00  800,000.00 

General    income,    net $  50,000.00 

Interest   on   bonds 15,000.00  exempt 

$65,000.00 
Interest  paid   15,000.00  not  deductible 

Net  income  per  books $  50,000.00 

Taxable  income   $  50,000.00 


Under  the  general  provisions  of  the  law  inadmissible  assets 
must  be  deducted  from  invested  capital  and  borrowed  money 
cannot  be  included  in  invested  capital,  and  assuming  that  in  the 
foregoing  case  the  relief  provided  under  section  325  (a)  did 
not  apply,  municipal  bonds  ($300,000)  would  be  deducted 
from  invested  capital  ($500,000)  which  would  be  reduced 
to  $200,000,  except  for  section  326  (c)  which  provides  that 
the  deduction  shall  be  the  percentage  which  the  inadmissible 
assets  are  of  the  amount  of  admissible  and  inadmissible  assets. 


"The  margin  of  collateral  usually  required  is  ignored  as  it  has  no 
bearing  on  this  illustration. 
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Capital,  as  in  illustration  III $500,000.00 

The  inadmissible  assets  are  H  or  3~^%  of  the  total  assets, 

hence  the  capital  is  to  be  reduced  by  that  percentage  or       187,500.00 

Net    invested    capital     $312,500.00 

Taxable  profit    $50,000.00 

Excess  profits  credit : 

8  per  cent   $25,000.00 

Specific  exemption    3,000.00        28,000.00 

Income  to   be   taxed    $22,000.00 

20%    $  4,400.00 

Tax  under  illustration  I 1,400.00 

Additional   tax    $  3,000.00 

It  will  be  seen  that  the  effect,  before  taking  advantage  of 
section  325,  is  to  increase  the  tax  by  $3,000,  although  the  tax- 
payer has  not  increased  his  net  income  at  all.  It  would  be 
inequitable  to  impose  an  extra  tax  of  $3,000  solely  on  the 
purchase  of  $300,000  of  municipal  bonds,  the  gross  income 
from  which  was  $15,000.  It  is  obvious  that  the  inhibition 
against  the  deduction  of  interest  paid  nullifies  the  "tax-ex- 
empt" interest  on  the  municipal  bonds,  ivhich  alone  is  the 
reason  for  deducting  the  investment  in  municipal  bonds  from 
the  invested  capital.  If  the  income  from  the  bonds  is  in  effect 
taxed,  the  investment  in  the  bonds,  under  section  325  (a), 
"shall  not  be  deemed  to  be  inadmissible." 

Taken  by  themselves  the  words  "a  corresponding  part  of 
the  capital  invested  in  such  assets"  are  ambiguous,  but  in  the 
light  of  the  foregoing  illustration  the  meaning  is  quite  plain. 
The  "corresponding  part"  must  relate  to  the  income  which 
should  be  exempt  from  taxation  but  in  effect  is  not  tax-exempt. 
In  this  case  the  entire  interest  received  is  made  taxable;  that 
is,  the  additional  tax  of  $3,000  is  equivalent  to  20  per  cent 
of  the  tax-exempt  income  of  $15,000.  Therefore  under  sec- 
tion 325  (a)  the  "corresponding  part  of  the  capital  invested 
in  such  assets"  is  $300,000.  which  thus  ic  deemed  not  to  be  in- 
admissible. As  there  are  no  inadmissible  assets  remaining  to 
be  deducted  from  the  invested  capital,  section  326  (c)  has  no 
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bearing  on  the  computation  of  the  tax,  and  the  taxpayer  will 
pay  the  same  excess  profits  tax  as  under  illustration  I,  viz., 
$1,400.  This  is  equitable  because  his  book  net  income  and 
taxable  net  income  are  the  same. 

It  has  been  claimed  (not  by  the  author)  that  section  325 
(a)  should  apply  only  when  the  interest  paid  exceeds  the  in- 
terest received  and  then  only  in  the  ratio  which  the  excess 
interest  paid  bears  to  the  interest  received.  Tliat  such  could 
not  have  been  the  intention  of  the  law  (which  reads,  in  part, 
that  when  "interest  derived  from  such  assets  is  in  effect  in- 
cluded in  the  net  income  because  of  the  limitation  on  the  de- 
duction of  interest  ....  a  corresponding  part  of  the  capital 
invested  in  such  assets  shall  not  be  deemed  to  be  inadmis- 
sible") is  further  shown  by  the  following  illustration: 

IV.  Assets: 

Admissible    $500,000.00 

Municipal    bonds    300,000.00         $800,000.00 

Capital    $500,000.00 

Note  payable   300,000.00  800,000.00 

General  income,  net  $  50,000.00 

Interest  on  bonds 12,000.00  exempt 

$  62,000.00 
Interest    paid     15,000.00  not  deductible 

Net  income  per  books $  47,000.00 

Taxable   income    $  50,000.00 


The  excess  of  interest  paid  above  interest  received  is 
$3,000.  The  ratio  of  $3,000  to  $12,000  (interest  received) 
is  25  per  cent.  The  ratio  of  $3,000  to  $15,000  (interest  paid) 
is  20  per  cent.  Using  the  latter  percentage  and  applying  it  to 
the  capital  invested  in  such  assets,  the  amount  which  would  not 
be  deemed  to  be  inadmissible  would  be : 

20%  of   (total  bonds) $300,000.00 

Or    60,000.00 

Leaving  as  inadmissible   $240,000.00 
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Admissible    assets     $500,000.00 

Deemed  not  to  be  inadmissible 60,000.00  560,000.00 

Total  assets    $800,000.00 

Invested  capital   $500,000.00 

Deduction  under  section  326  (c)  : 

240/800   of   $500,000 150,000.00 

Net    invested    capital $350,000.00 

Taxable  income   $  50,000.00 

Excess  profits  credit : 

8  per  cent $  28,000.00 

Specific  exemption    3,000.00  31,000.00 

Income  to  be  taxed $  19,000.00 

20%    $    3,800.00 

Book  net  income 47,000.00 

Balance    $  43,200.00 


If  the  ratio  of  the  excess  of  interest  paid  to  interest  re- 
ceived (25  per  cent)  were  taken,  the  taxpayer  would  be  better 
off  in  the  final  settlement,  but  there  is  no  logical  basis  for  con- 
sidering either  the  20  per  cent  or  the  25  per  cent  ratio. 

Under  illustration  III  the  penalty  for  purchasing  munici- 
pals is  $3,000,  and  under  IV  it  is  $2,400.  In  either  case  the 
penalty  for  holding  municipal  bonds  is  relatively  so  excessive 
as  to  make  it  evident  that  there  was  no  such  intention  on  the 
part  of  the  framers  of  the  law. 

It  follows  that  the  computations  used  in  illustrations  III 
and  IV  are  not  defensible. 

By  a  process  of  elimination  we  have  determined  the  pro- 
portion of  inadmissible  assets  to  be  deemed  to  be  admissible: 
(i)  When  the  interest  paid  is  less  than  the  interest  received, 
we  use  the  percentage  of  interest  paid  to  interest  received.  In 
such  case  part  only  of  the  inadmissible  assets  will  be  deemed 
to  be  admissible;  (2)  If  the  interest  paid  is  as  great  or  greater 
than  the  interest  received,  the  entire  amount  of  inadmissible 
assets  must  be  deemed  to  be  admissible. 

In  the  following  illustration  the  correct  method  of  compu- 
tation is  used : 
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V.  Assets : 

Admissible   $500,000.00 

Municipal  bonds 300,000.00         $800,000.00 

Capital  $700,000.00 

Note  payable   100,000.00  .800,000.00 

General  income,  net $  50,000.00 

Interest  on  bonds 15,000.00  exempt 

$  65,000.00 
Interest  paid    5,000.00  not  deductible 

Net  income  per  books $  60,000.00 

Taxable    income    $50,000.00 


In  this  case  the  ratio  of  interest  paid  to  interest  received  is 
33  1/3  P^r  cent.  In  effect  1/3  of  the  ''tax-exempt"  interest 
is  taxed  by  reason  of  the  non-deductibih'ty  of  the  interest  paid. 

Bonds : 

Not  deemed  to  be  admissible $300,000.00 

33  1/3%   100,000.00 

Deemed  to  be  inadmissible $200,000.00 

Admissible  $500,000.00 

Add    100,000.00      600,000.00 

Total   assets    $800,000.00 

Invested  Capital $700,000.00 

Deduction  under  section  326  (c)  2/8  of  $700,000 175,000.00 

Net  Invested  Capital $525,000.00 

Excess  Profits  Credit : 

8%   of  $525,000   $  42,000.00 

Specific  exemption    3,000.00 

$  45,000.00 
Taxable  income   50,000.00 

Subject  to  tax  at  20%   $    5,000.00 

Tax  payable  (20%  of  $5,000) $     1,000.00 

VI.  There  is  some  foundation  in  equity  for  the  argument 
that  when  the  interest  paid  exceeds  the  interest  received  the 
taxpayer  is  entitled  to  add  to  invested  capital  an  amount  suffi- 
cient to  offset  the  penalty  which  results  from  the  inability  to 
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deduct  all  interest  paid.  But  section  325  (a)  in  referring  to 
inadmissible  assets  extends  relief  only  to  the  extent  to  which 
"a  corresponding  part  of  the  capital  invested  in  such  assets 
shall  not  be  deemed  to  be  inadmissible  assets."  It  would 
hardly  be  possible  to  interpret  this  to  mean  that  the  amount  not 
deemed  to  be  inadmissible  should  be  greater  than  the  total  of 
the  inadmissible  assets,  which  would  result  in  the  invested 
capital  being  in  excess  of  the  total  assets.  Nevertheless  the 
tax  computed  in  this  manner  might  be   fair. 

Assuming  that  no  greater  amount  of  inadmissible  assets 
may  be  deemed  not  to  be  inadmissible  than  the  total  amount 
of  assets  used  as  collateral  for  loans  (even  though  the  interest 
paid  exceeds  the  interest  received),  it  is  important  that  when 
possible  the  collateral  used  be  sufficient  to  yield  an  aggregate 
income  equal  to  the  amount  of  interest  on  the  loan.  Otherwise 
the  amount  of  inadmissible  bonds  not  deemed  to  be  inadmis- 
sible will  not  be  sufficient  to  offset  the  penalty  suffered  by  the 
limitation   on   the   interest   deduction. 

Referring  to  illustration  IV : 

The  excess  profits  tax  should  be $     1.400.00 

Net  income  as  per  books 47,000.00 

Balance    $  45,600.00 


That  is  to  say,  the  taxpayer  receives  no  relief  whatever  on 
account  of  the  interest  paid  in  excess  of  the  interest  received. 
If  he  were  permitted  to  consider  that  the  corresponding 
part  of  the  assets  invested  in  inadmissible  items  related  to  the 
income  which  in  effect  was  taxed  when  it  should  not  be  taxed, 
the  calculation  would  be  as  follows : 

Interest  paid   $  15,000.00 

Interest  received 12,000.00 

Ratio  of  assets  not  to  be  deemed  to  be  inadmissible,  15/12: 

15/12  of  $300,000  :=  $375,000.00 

Bonds    300,000.00 

To  be  added   to   invested   capital $75,000.00 

Capital    500,000.00 

Total    invested   capital $575,000.00 
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Taxable    income ,  $  50,000.00 

Excess  profits  credit  8% $46,000 

Specific    exemption    3,000  49,000.00 

To  be  taxed   $     i  ,000.00 

20%    200.00 

Net  income  per  books $  47,000.00 

Excess   profits   tax 200.00 

Balance    $  46,800.00 

Balance  as  computed  above 45,600.00 

Diflference - $     1,200.00 


The  saving  is  too  great.  The  most  to  which  the  taxpayer 
would  be  entitled  would  be  20  per  cent  of  the  interest  not 
deductible  ($3,000),  or  $600.  The  saving  is  greater  than  $600 
because  the  increased  invested  capital  operates  to  reduce  the 
tax  imposed  upon  the  $50,000  of  income  from  general  sources. 

The  8%  credit  on  $75,000  = $6,000.00 

The  interest  paid  in  excess  of  interest  received  on  tax-exempt 

bonds  =  3,000.00 

Excessive   credit    $3,000.00 


on  which  a  tax  of  20  per  cent  should  be  imposed,  or  $600, 
which  in  turn  represents  the  insufficient  amount  of  tax,  if  cal- 
culated upon  the  theory  that  more  than  100  per  cent  of  the 
inadmissible  assets  should  be  restored. 

When  profits  are  derived  from,  sale  of  inadmissible  assets, 
and  when  interest  is  paid  on  money  borrowed  to  carry  inad- 
missible assets. — 


BALANCE  SHEET  AT  END  OF  YEAR 
VII.  Assets: 

Admissible    $500,000.00 

Municipal  bonds  beginning 

of   year    $300,000  00 

Sold    December   31 200,000.00      100,000.00        $600,000.00 

Capital    $500,000.00 

Note  payable   100,000.00  600,000.00 
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General"  income,   net $  50,000.00  taxable 

Interest  on  bonds 15,000.00  exempt 

Gain   on    sale   of   bonds 5,000.00  taxable 

$  70,000.00 
Interest  paid  on  average  borrowings  dur- 
ing year,  $150,000  at  5% 7,500.00  not  deductible 

Net  income  per  books $  62,500.00 

Taxable  income  $  55,000.00 

Inadmissible  assets  not  to  be  deemed  to  be  inadmissible. — 

By  reason  of  profit  on  sale: 

Interest  received  on  bonds  sold $  10,000.00 

Gain    received   on   bonds   sold 5,000.00 

$  15,000.00 

Bonds   sold    $200,000.00 

5/15  of  $200,000   $  66,666.00 

By  reason  of  interest  paid : 

Interest  received  on  bonds  as  collateral,  $200,- 

000  at  5%    10,000.00 

Interest  paid   on   loans 7,500.00 

Ratio  of  interest  paid  to  interest  received,  75%. 

75%   of  $200,000   150,000.00 

Total  not  to  be  deemed  to  be  inadmissible $216,666.00 

Average  of  inadmissible  assets  for  year* $300,000.00 

Not  to  be  deemed  to  be  inadmissible 216,666.00 

Inadmissible  $  83,334.00 

Admissible   $500,000.00 

Add    216,666.00      716,666.00 

Total   assets    $800,000.00 

Capital   $500,000.00 

Deduction  under  section  326  (c),  83,334/800,- 
000  of  $500,000   52,084.00 

Net  invested  capital $447,916.00 

Taxable  income   $  55,000.00 

Excess  profits  credit: 

8%    $  35,833.28 

Specific  exemption    3,000.00        38,833.28 

Subject  to  tax   $  16,166.72 

Tax  20%    $    3,233-34 

♦Bonds  sold  December  31.    Calculation  for  one  day  omitted. 


INADMISSIBLE  ASSETS  179 

Interest  restriction  applies  only  to  bonds. — In  the  forego- 
ing illustrations  it  will  be  noted  that  when  money  is  borrowed 
to  buy  or  carry  corporate  stocks  the  interest  paid  on  account 
thereof  is  an  allowable  deduction  [section  234  (a-2)],  hence 
the  provision  in  section  325  (a)  whereby  inadmissible  assets 
may  be  deemed  not  to  be  inadmissible  applies  to  gains  from 
the  sale  of  corporate  stocks  but  does  not  apply  to  interest  paid 
on  account  of  them. 

Stock  of  federal  reserve  bank  is  an  inadmissible  asset. — 
As  dividends  from  the  stock  of  a  federal  reserve  bank  are 
not  subject  to  the  excess  profits  tax,  the  capital  invested  in  such 
stock  is  an  inadmissible  asset.  As  stated  on  page  155,  there 
is  only  one  exception  to  the  rule  that  all  assets  the  income  from 
which  is  tax-exempt  are  inadmissible.  That  exception  is 
United  States  obligations.  Stock  of  a  federal  reserve  bank  is 
not  an  obligation  of  the  United  States. 

War  Finance  Corporation  bonds  as  admissible  and  inad- 
missible assets. — 

Ruling.  Bonds  of  the  War  Finance  Corporation,  the  principal 
of  which  does  not  exceed  $5,000,  are  inadmissible  assets.  Bonds  of 
the  War  Finance  Corporation,  the  principal  of  which  exceeds  $5,000 
are  admissible  assets. 

War  Finance  Corporation  bonds  are  issued  under  the  authority  of 
the  Act  of  April  5,  1918,  which  provides  that  the  interest  on  the 
amount  of  such  bonds,  the  principal  of  which  does  not  exceed  $5,000, 
shall  be  exempt  from  normal  taxes,  surtaxes,  excess  profits  and  war 
profits  taxes,  and  that  the  interest  received  by  a  taxpayer,  inde- 
pendent of  the  amount  of  his  holdings,  is  exempt  from  normal  federal 
tax.  (Official  announcement  by  the  Bureau  of  Internal  Revenue, 
April  5,  1919.) 


CHAPTER  X 

ADJUST'MENT  OF  CAPITAL,  SURPLUS,  RESERVES 
AND  LIABILITIES 

In  the  chapters  preceding  this  the  various  items  which  ap- 
pear or  should  appear  as  assets  on  the  balance  sheet  have 
been  discussed.  This  chapter  deals  with  the  items  which 
commonly  appear  on  the  liability  or  credit  side  of  the  balance 
sheet  and  books  of  account.  Some  of  the  items  in  the  latter 
class  are  neither  capital  or  surplus  nor  liabilities  but  are  proper 
deductions  from  assets.  Such  accounts  are  reserves  for  bad 
debts,  depreciation,  etc. 

Asset  accounts  cannot  be  adjusted  without  making  corres- 
ponding changes  in  surplus  or  reserves,  and  it  is  with  surplus 
and  reserve  accounts  that  this  chapter  chiefly  deals. 

Capital  Stock  and  Capital  Surplus 

As  stated  in  Chapter  VII,  invested  capital  usually  repre- 
sents the  capital  stock  and  surplus  accounts  of  a  corporation 
with  additions  or  deductions  to  comply  with  various  provisions 
of  the  law.  In  many  cases  there  is  no  substantial  difference 
between  the  book  capital  and  the  invested  capital  for  tax  pur- 
poses. 

Capital  stock. — The  aggregate  capital  stock  outstanding  in 
the  hands  of  the  public,  including  all  issues  of  common  and 
preferred  stock,  is  prima  facie  fully  allowable  as  an  item  of 
invested  capital. 

The  deductions  in  the  case  of  capital  stock  issued  for 
goodwill  or  other  assets  which  are  subject  to  adjustment  have 
been  discussed  in  Chapter  VIII. 

An  increase  in  capital  stock  during  the  taxable  year  will 
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take  effect  as  of  the  date  or  dates  when  cash  or  other  assets 
are  received  in  payment  for  the  stock/ 

Stock  without  par  value. — 

Law.  Section  325.  (b)  For  the  purposes  of  this  title,  the  par 
value  of  stock  or  shares  shall,  in  the  case  of  stock  or  shares  issued 
at  a  nominal  value  or  having  no  par  value,  be  deemed  to  be  the  fair 
market  value  as  of  the  date  or  dates  of  issue  of  such  stock  or  shares. 

In  most  cases  shares  having  no  par  value  are  placed  upon 
the  books  of  the  issuing  corporation  at  a  value  determined  at 
the  time  of  organization.  Sometimes  a  nominal  value  of  $5 
a  share  is  carried  in  capital  stock  account  and  the  excess  of 
the  value  of  the  assets  above  liabilities  is  credited  to  capital 
surplus.  Whether  the  whole  book  value  of  the  shares  is  car- 
ried in  capital  stock  account  or  in  that  account  and  surplus 
account,  it  would  seem  that  the  values  as  determined  for  pur- 
poses of  the  book  entries  may  be  the  best  evidence  obtainable 
of  the  "fair  market  value"  of  the  shares.  Frequently  the 
shares  at  or  about  the  time  of  issue  sell  at  a  price  in  excess  of 
the  book  value,  but  market  quotations  vary  to  such  an  extent 
that  apparent  market  values  can  hardly  be  used  as  being  more 
trustworthy  than  the  book  values. 

The  situation  is  not  unlike  that  when  par  value  shares 
are  concerned.  The  mere  issue  of  a  large  number  of  shares 
cannot  increase  or  decrease  invested  capital  as  defined  in  the 
law,  nor  can  the  fluctuations  of  the  stock  market  increase  or 
decrease  the  invested  capital. 

When  shares  are  issued  as  a  result  of  a  reorganization, 
old  values  control.  When  new  interests  are  involved  and  a 
bona  fide  purchase  is  made,  the  C9st  of  the  property  to  the 
new  company  is  the  basis  of  invested  capital,  and  such  cost 
should  be  entered  on  the  books.  When  proper  values  are 
imputed  to  the  assets  acquired  it  makes  little  difference  whether 
the  aggregate  cost  is  reflected  on  the  credit  side  as  capital 
or  as  capital  surplus. 


'Reg.  45,  Art.  853,  see  page  203, 
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Treasury  stock. — A  deduction  from  the  capital  stock  ac- 
count as  shown  by  the  books  must  be  made  if  a  corporation's 
own  stock  has  been  issued  full-paid  and  returned  to  the  cor- 
poration by  gift  or  purchase.  The  deduction  should  be  made 
both  because  it  is  improper  to  treat  treasury  stock  as  an  asset 
in  a  statement  to  be  used  for  tax  purposes  and  because  under 
the  excess  profits  tax  law  stock  investments  are  eliminated, 
except  under  certain  conditions.  The  proceeds  of  treasury 
stock  sold  during  the  year  will  increase  the  invested  capital 
from  the  day  when  the  cash  or  other  asset  is  paid  in. 

Regulations.  Where  stock  which  has  originally  been  issued  or 
cxchaYiged  by  the  corporation  for  property  (tangible  or  intangible) 
is  returned  to  the  corporation  as  a  gift  or  for  a  consideration  sub- 
stantially less  than  its  par  value,  the  stock  so  returned  shall  not  be 
treated  as  a  part  of  the  stock  issued  or  exchanged  for  such  property. 
The  proceeds  derived  in  cash  or  its  equivalent  from  the  resale  of 
the  stock  so  returned  shall,  however,  be  included  in  computing  in- 
vested capital (Art.  8$i.) 

Where  a  corporation  either  directly  or  indirectly,  as  for  example 
through  a  trustee,  has  prior  to  the  taxable  year  bought  its  own 
stock,  either  for  the  purpose  of  retirement  or  of  holding  it  in  the 
.treasury  or  for  other  purposes,  the  entire  cost  of  such  stock  must 
be  deducted  from  the  aggregate  invested  capital  as  of  the  beginning 
of  the  taxable  year,  if  such  deduction  has  not  already  been  made. 
Where  such  stock  is  purchased  during  the  taxable  year  a  deduction 
from  the  invested  capital  as  of  the  beginning  of  the  taxable  year 
and  effective  from  the  date  of  such  purchase  is  required  only  to 
the  extent  that  such  stock  has  not  been  purchased  out  of  the  undi- 
vided profits  of  the  taxable  year The  full  amount  derived  in 

cash  or  its  equivalent  from  the  resale  of  such  stock  may  be  included 
in  the  invested  capital  from  the  date  of  such  resale,  unless  such  stock 

had  been  purchased  out  of  earnings  of  the  taxable  year (Art. 

862.) 

The  foregoing  provision  as  to  the  treatment  of  treasury 
stock  purchased  out  of  current  earnings  merely  applies  the 
general  rule.  An  increase  in  the  bank  account  which  may 
arise  out  of  uninvested  current  earnings  would  not  add  any- 
thing to  the  invested  capital.  Consequently  no  exchange  of 
cash  for  any  other  kind  of  ^sset  would  affect  invested  capita,! 
during  the  year, 
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It  will  be  seen  that  the  adjustments  required  under  the 
foregoing  regulations  deal  with  two  distinct  situations.  That 
covered  by  article  861  requires  the  elimination  of  the  whole 
par  value  of  the  stock,  on  the  theory  that  the  property  for 
which  the  stock  was  issued  is  shown,  by  the  surrender  of  the 
stock  as  a  gift,  not  to  have  been  worth  its  full  value  as  indi- 
cated by  the  stock  originally  issued.  Consequently  it  is  not 
permitted  such  value  in  invested  capital. 

The  second  adjustment,  which  is  required  under  article 
862,  merely  eliminates  from  invested  capital  the  amount  at 
which  the  treasury  stock  is  carried  on  the  books.  This  is 
proper  because  the  purchase  of  treasury  stock  is  a  liquidation, 
to  the  extent  of  the  amount  paid,  and  the  investment  is  to  that 
extent  decreased.  The  tax  return  (form  1120)  takes  up  the 
two  adjustments  in  schedules  E  and  G.  It  is  to  be  noted, 
however,  that  if  treasury  stock  is  bought  out  of  current  earn- 
ings, no  adjustment  under  article  862  is  needed  because  cur- 
rent earnings  are  not  invested  capital  of  the  taxable  year  and  a 
transfer  of  such  earnings  into  the  form  of  treasury  stock  does 
not  make  them  any  the  less  earnings  of  the  taxable  year. 

Bonus  stock. — 

Regulation.  Capital  stock  issued  as  a  bonus  in  connection  with 
the  sale  of  a  corporation's  bonds  may  not  be  included  in  invested  cap- 
ital unless  the  corporation  proves  to  the  satisfaction  of  the  Commis- 
sioner that  such  stock  bonus  enabled  the  corporation  to  secure  a 
higher  price  for  the  bonds  than  it  could  otherwise  have  secured. 
Wherever  this  fact  is  established  such  stock  shall  be  included  in 
computing  invested  capital  to  the  extent  of  the  difference  between 
the  selling  price  of  the  bonds  and  the  price  at  which  they  could 
have  been  sold  if  issued  without  such  stock  bonus.  The  excess  of 
the  face  value  of  such  bonds  over  the  price  at  which  they  could 
have  been  sold  if  issued  without  the  stock  bonus  is  deemed  discount 
and  is  subject  to  amortization.     (Art.  832.) 

In  the  cases  mentioned  in  the  regulations  when  property 
has  been  overvalued  on  the  books,  part  of  the  overvaluation 
can  be  taken  advantage  of  by  debiting  discount  on  bonds 
and  crediting  the  property  account.    The  regulation  indicates 
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the  computation  to  be  made  when  capital  stock  can  legally 
be  issued  at  less  than  par:  the,  entry  is  a  debit  to  discount 
on  bonds  and  a  credit  to  capital  stock. 

Stock  issued  in  place  of  indebtedness. — The  control- 
ling interests  in  closely  held  corporations  frequently  provide 
the  necessary  working  capital  of  the  corporations  by  means  of 
cash  advances  or  loans.  Sometimes  interest  is  paid  on  these 
loans  and  sometimes  interest  is  not  charged  or  paid.  In  all 
such  cases  the  borrowed  moneys  appear  as  liabilities  of  the 
corporations,  and  cannot  be  included  as  invested  capital.  How- 
ever, when  the  indebtedness  does  not  bear  interest  and  is 
subordinated  to  creditors,  it  assumes  the  nature  of  capital.'' 

No  objection  can  be  urged  to  the  exchange  of  all  or  any 
part  of  a  corporation's  legitimate  indebtedness  for  capital 
stock.  It  means  the  wiping  out  of  liabilities  and  the  substitu- 
tion of  capital  at  the  risk  of  a  business.  It  increases  the  net 
worth  of  a  corporation  and  greatly  improves  its  balance  sheet. 
Banks  and  other  creditors  look  with  great  favor  on  any 
elimination  of  liabilities. 

If  interest  not  previously  on  the  books  be  added  to  loan 
accounts  for  which  stock  is  issued,  individuals  must  report 
the  receipt  of  such  interest  as  taxable  income.  The  corpora- 
tion may  deduct  the  payment  of  the  interest  as  an  expense 
of  the  business. 

The  exchange  of  indebtedness  for  capital  stock  cannot  take 
place  as  of  a  past  date  but  will  be  effective  as  of  the  date  on 
which  the  necessary  legal  authority  relieves  the  corporation  of 
the  debt,  and  the  invested  capital  of  the  corporation  will  be 
correspondingly  increased  from  that  date  to  the  end  of  the 
taxable  year. 

Surplus  and  Undivided  Profits 

Law.  Section  326.  (a)  That  as  used  in  this  title  the  term  "in- 
vested capital"  for  any  year  means  .... 


-Reg.  45,  Art.  813,  see  page  ill. 


CAPITAL,  SURPLUS,  RESERVES,  LIABILITIES  185 

(3)  Paid-in  or  earned  surplus  and  undivided  profits;  not  includ- 
ing surplus  and  undivided  profits  earned  during  the  year ; 

If  any  part  of  the  surplus  account  as  it  stood  at  the  begin- 
ning of  the  year  was  not  earned,  it  will  be  eliminated  upon 
analysis  of  the  asset  side  of  the  balance  sheet. 

If  any  item  of  assets  is  undervalued  and  may  be  revalued 
under  the  law,  there  will  be  a  corresponding  increase  in  surpli- 
account. 

Surplus  arising  from  revaluations. — The  law  does  not 
indicate  that  surplus  arising  from  revaluations  may  be  included 
as  an  item  of  invested  capital;  but  when  all  or  any  part  of  an 
asset  which  was  revalued  as  of  March  i,  1913,  is  realized 
there  can  be  transferred  immediately  to  earned  surplus  such 
part  of  the  realization  as  represents  surplus  from  the  revalua- 
tion,^ and,  from  the  dates  on  which  the  cash  is  received  and 
transfer  made  to  earned  surplus,  the  amounts  so  transferred 
will  constitute  earned  surplus  and  be  allowable  as  invested 
capital.  The  limitation  as  to  earnings  for  the  current  year 
does  not  apply,  because  the  realizations  are  exactly  the  same  as 
new  capital  received  in  cash  and  allowable  from  the  date  of 
receipt.  That  part  of  the  realization  which  represents  the 
original  capital  requires  no  adjustments,  as  the  cash  received 
takes  the  place  of  the  assets  realized. 

If  a  mining  company  carried  its  ore  holdings  on  its  books 
at  $100,000  with  an  estimated  quantity  of  10,000,000  tons 
in  the  ground,  the  depletion  deduction  would  be  i  cent  a 
ton.  If  a  revaluation  as  of  March  i,  1913,  disclosed  a  value 
at  that  date  of  $200,000,  the  proper  entry  on  the  books  would 
be  to  debit  the  asset  account  and  credit  "Surplus  arising  from 
revaluation  of  ore  lands"  with  $100,000.  It  would  then  be 
necessary  to  file  amended  income  tax  returns  for  the  years 


'The  transfers  should  be  made  to  an  account  entitled  "Surplus 
accumulated  prior  to  March  i,  1913,"  to  distinguish  it  from  other 
earned  surplus  so  that  when  dividends  are  declared  out  of  the  account 
it  will  be  obvious  that  they  are  not  taxable  to  the  recipients. 
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beginning  with  191 3/  The  additional  charges  for  depletion 
should  be  debited  to  "Surplus  arising  from  revaluation  of  ore 
lands,"  credited  to  earned  surplus  and  added  to  invested  capi- 
tal as  explained  above.  The  amounts  so  transferred  are  not 
to  be  returned  as  income  for  the  taxable  years  because  the 
entire  amount  of  appreciation  as  of  March  i,  1913,  is  capital 
and  therefore  not  taxable,  as  and  when  realized,  under  an  in- 
come tax  law.' 

Paid-in  surplus. — As  fully  explained  in  Chapter  VIII, 
when  property  is  actually  worth,  at  the  time  paid  in,  more  than 
its  book  value,  the  excess  above  previous  book  value  may, 
when  substantiated,  be  included  in  invested  capital. 

Gifts  by  stockholders. — In  some  cases  prior  to  March  3, 
191 7,  property  was  conveyed  to  corporations  at  much  less 
than  its  actual  value.  Usually  the  transfers  were  from  affili- 
ated corporations  or  from  stockholders  of  close  corporations 
and  the  stockholdings  or  beneficial  ownership  of  the  proper- 
ties remained  so  nearly  the  same  that  at  the  time  of  transfer 
the  book  value  of  the  property  transferred  was  immaterial. 

When  a  corporation  organized  or  reorganized  prior  to 
March  3,  1917,  acquired  tangible  property  the  value  of  which 
was  substantially  in  excess  of  the  nominal  purchase  price, 
the  excess  should  be  taken  up  in  the  corporation's  books  as 
additional  invested  capital. 

It  may  be  that  the  effect  of  the  foregoing  would  be  to  im- 
pute a  profit  to  the  vendors  equal  to  the  difference  between 
the  actual  value  of  the  property  transferred  and  its  cost  or 
value  March  i,  1913.  It  is  logical  to  assume  that,  if  stock- 
holders of  a  corporation  admit  that  the  corporation  purchased 


*Under  the  1913  law  the  allowable  deduction  for  depletion  was 
limited  to  5  per  cent  of  the  value  of  the  output  at  the  mine,  hence 
if  the  depletion  claimed  for  1913,  1914  and  1915  already  equals  the 
maximum  allowance  amended  returns  could  be  made  only  for  the 
years  beginning  with  1916. 

'T.  D.  2740  (June  24,  1918)  which  summarizes  recent  decisions  of 
the  United  States  Supreme  Court. 
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property  of  a  definite  value  and  used  such  definite  value  as 
invested  capital,  the  transaction  as  to  the  vendors  was  a  closed 
one  and  the  profit  should  be  reported,  even  though  the  vendors 
retaining  a  continuing  ownership.  But  in  the  case  of  a  bona 
fide  gift  there  is  no  realization  of  profit  or  income  by  the 
donor  and  the  recipient  corporation  may  include  the  actual 
value  of  the  property  as  invested  capital. 

Assessments  on  stockholders. — When  a  corporation  as- 
sesses its  stockholders  (with  their  consent)  and  receives  the 
funds,  the  amount  received  should  be  credited  to  paid-in  sur- 
plus. It  becomes  invested  capital  as  and  from  the  dates  when 
received.  If  such  contributions  are  returned  soon  thereafter 
it  would  seem  that  the  transaction  should  be  regarded  as  the 
repayment  of  a  loan  rather  than  as  a  dividend. 

Premiums  on  capital  stock. — Premiums  received  on  capital 
stock  sold  should  be  credited  to  capital  surplus  and  may  be 
included  in  "paid-in  surplus." 

Regulation.  The  proceeds  from  the  original  sale  by  a  corpora- 
tion of  its  shares  of  capital  stock,  whether  such  proceeds  are  in 
excess  of  or  less  than  the  par  value  of  the  stock  issued,  constitute 
the  capital  of  the  company.  If  the  stock  is  sold  at  a  premium,  the 
premium  is  not  income.  Likewise,  if  the  stock  is  sold  at  a  discount, 
the  amount  of  the  discount  is  not  a  loss  deductible  from  gross  in- 
come. If,  for  the  purpose  of  enabling  a  corporation  to  secure  work- 
ing capital  or  for  any  other  purpose,  the  stockholders  donate  or 
return  to  the  corporation  to  be  resold  by  it  certain  shares  of  stock 
of  the  company  previously  issued  to  them,  or  if  the  corporation 
purchases  any  of  its  stock  and  holds  it  as  treasury  stock,  the  sale  of 
such  stock  will  be  considered  a  capital  transaction  and  the  proceeds 
of  such  sale  will  be  treated  as  capital  and  will  not  constitute  income 
of  the  corporation.  A  corporation  realizes  no  gain  or  loss  from  the 
purchase  of  its  own  stock (Art.  542.) 

Reserves 

Many  so-called  reserves  are  in  effect  segregated  surplus 
accounts  and  properly  appear  among  the  items  in  that  classifi- 
cation.    It  is  immaterial  whether  the  accounts  are  called  re- 
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serves  or  surplus  so  far  as  the  determination  of  invested  capi- 
tal is  concerned.    The  one  important  factor  is  their  true  nature. 

Reserves  for  bad  debts. — Corporations  which  have  car- 
ried reserves  for  bad  debts  have  not  been  permitted  to  deduct 
such  reserves  in  their  income  tax  statements. 

The  result  is  that,  as  the  Treasury  has  refused  to  recog- 
nize the  item  as  a  proper  deduction  from  an  asset  (accounts 
receivable),  the  amount  of  bad  debts  reserve  has  automatically 
been  thrown  into  surplus  account,  as  far  as  the  excess  profits 
tax  computation  is  concerned. 

As  it  has  not  been  allowed  as  a  necessary  expense  of  the 
business,  it  forms  part  of  earned  surplus  for  the  purpose  of  the 
excess  profits  tax  return. 

The  author  does  not  agree  with  the  position  of  the  Treas- 
ury, but  until  the  rulings  are  reversed,  reserves  for  bad  debts 
should  be  added  to  surplus  at  the  beginning  of  the  taxable  year. 

The  amount  of  the  reserve  at  the  beginning  of  the  taxable 
year  can  be  used  for  the  entire  year  even  though  the  reserve 
is  diminished  by  bad  debts  charged  ofif  during  the  year.  The 
Treasury  has  recognized  the  items  as  charges  against  cur- 
rent income  and  not  as  changes  in  capital. 

Reserves  for  inventory  fluctuations,  obsolescence,  contin- 
gencies, etc. — The  procedure  in  regard  to  all  reserves  which 
have  not  been  allowed  by  the  Treasury  as  deductions  in 
income  tax  returns  should  be  the  same  as  that  suggested  for 
bad  debts. 

Certain  reserves,  such  as  those  for  contingencies  and  other 
indefinite  purposes,  are  in  reality  segregated  surplus"  and  un- 
questionably must  be  included  in  invested  capital. 

Other  reserves  are  not  so  clearly  part  of  surplus  account 
but  should  be  added  to  surplus  if  disallowed  in  income  tax 
statements. 


'Auditing,  Theory  and  Practice  (2nd  edition),  by  R.  H.  Montgomery, 
page  181  et  scq. 
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Reserves  for  depreciation  and  depletion, — It  has  been  as- 
sumed by  the  author  that  reserves  for  depreciation  and  deple- 
tion should  not  be  considered  as  such  in  a  computation  of 
invested  capital  until  they  have  been  carefully  analyzed  be- 
cause, when  a  reserve  for  depreciation  and  depletion  is  correct, 
it  is  in  fact  deductible  from  the  asset  accounts.  When  the 
reserves  are  correct  but  when  amounts  added  thereto  in  previ- 
ous years  were  not  allowed  as  depreciation  or  depletion  by  the 
Treasury,  the  procedure  is  the  same  as  that  indicated  for  bad 
debts  on  page  188.  When  excessive  depreciation  or  depletion 
has  been  charged  off  and  asset  accounts  are  readjusted,  the 
credit  arising  out  of  such  restoration  belongs  in  surplus  ac- 
count and  not  in  depreciation  or  depletion  reserves. 

When  the  reserve  for  depreciation  or  depletion  includes 
any  realization  of  appreciation  set  up  as  of  March  i,  1913, 
the  amount  should  be  transferred  to  earned  surplus.  The  fol- 
lowing regulation  bears  out  the  comments  of  the  author. 

Regulation.  If  any  reserves  for  depreciation  or  for  depletion 
are  included  in  the  surplus  account  it  should  be  analyzed  so  as  to 
separate  such  reserves  and  leave  only  real  surplus.  Reserves  for 
depreciation  or  depletion  can  not  be  included  in  the  computation 
of  invested  capital,  except  to  the  following  extent : 

(i)  Excessive  depletion  or  depreciation  included  therein  and 
which  if  charged  off  could  be  restored  under  article  840'^  may  be 
included  in  the  computation  of  invested  capital ;  and 

(2)  Where  depreciation  or  depletion  is  computed  on  the  value 
as  of  March  i,  1913,  or  as  of  any  subsequent  date,  the  proportion 
of  depreciation  or  depletion  representing  the  realization  of  apprecia- 
tion of  value  at  March  i,  1913,  or  such  subsequent  date,  may  if 
undistributed  and  used  or  employed  in  the  business  be  treated  as 
surplus  and  included  in   the  computation   of  invested  capital. 

For  the  purpose  of  computing  invested  capital  depreciation  or 
depletion  computed  on  the  value  as  of  March  i,  1913,  or  as  of  any 
subsequent  date  shall,  if  such  value  exceeded  cost,  be  deemed  a 
pro  rata  realization  of  cost  and  appreciation  and  be  apportioned 
accordingly.  Except  as  above  provided,  value  appreciation  (even 
though  evidenced  by  an  appraisal)  which  has  not  been  actually 
realized  and  in  respect  of  amounts  accrued  since  March  i,  1913, 
reported  as  income  for  the  purpose  of  the  income  tax,  can  not  be 

'See  page  128. 
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included  in  the  computation  of  invested  capital,  and  if  already  re- 
flected in  the  surplus  account  it  must  be  deducted  therefrom,  (Art. 
844.) 

The  following  ruling  indicates  the  method  of  presenting 
data  from  which  the  Treasury  may  check  the  amount  of  de- 
pletion included  in  invested  capital. 

Ruling.  Form  A,  revised  (mining)  and  form  N  (oil  and  gas) 
have  been  prepared  for  the  use  of  taxpayers  engaged  in  mining  or 
in  the  production  of  oil  and  gas.  A  sufficient  supply  will  be  sent 
to  collectors  of  internal  revenue  for  distribution. 

These  forms  are  prescribed  to  facilitate  the  compilation  and 
presentation  of  certain  information  required  for  the  audit  and  ex- 
amination of  the  returns  of  these  classes  of  taxpayers.  If,  however, 
it  is  more  convenient  to  use  other  methods  of  tabulation,  the  in- 
formation so  furnished,  if  complete,  will  be  accepted  in  lieu  of  those 
forms. 

The  information  called  for  by  these  forms  should  be  filed  with 
the  returns  in  complete  detail,  either  on  the  forms  prescribed  or  in 
other  suitable  manner.  This  requirement  is  necessary  for  the  reason 
that  depletion  sustained  must  be  taken  into  consideration  in  the  com- 
putation of  invested  capital,  regardless  of  whether  or  not  a  deduc- 
tion for  it  is  claimed  or  has  been  claimed  for  it  in  the  past  by  the 
taxpayer. 

This  requirement  applies  to  individuals  as  well  as  corporate  tax- 
payers. (T.  D.  2849,  signed  by  Commissioner  Daniel  C.  Roper,  and 
dated  May  27,  1919.) 

Reserves  for  sinking  funds,  retirement  of  preferred  stock, 
etc. — Reserves  of  this  nature  are  merely  book  segregations  of 
surplus  and  are  clearly  to  be  included  in  invested  capital. 
When  sinking  fund  instalments  are  paid  to  trustees  and  are 
no  longer  under  the  control  of  the  corporation  and  no  re- 
serve account  is  created,  invested  capital  is  not  affected. 
Should,  however,  income  from  the  funds  in  the  hands  of 
the  trustees  be  reported  by  the  corporation  as  a  part  of  its 
taxable  net  income,  the  reserve  created  thereby  would  prop- 
erly form  a  part  of  the  corporation's  invested  capital. 

When  funds  are  paid  to  trustees  and  a  like  amount  is 
transferred  from  current  surplus  to  reserve  for  sinking  fund, 
the  reserve  account  is  to  be  included  in  invested  capital. 
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Reserve  for  taxes. — Accrued  taxes  as  shown  by  the  books 
of  a  taxpayer  at  December  31,  1917,  were  part  of  surplus 
from  the  point  of  view  of  invested  capital  within  the 
meaning  of  the  excess  profits  tax  law,  because  the  amount  of 
the  taxes  had  not  been  an  allowable  deduction  in  income  tax 
returns. 

Ruling.  Reserves  set  aside  out  of  surplus  or  undivided  profits 
of  preceding  years  for  payment  of  federal  or  state  taxes  not  yet  due 
can  be  included  in  invested  capital  for  the  taxable  year  if,  and  to  the 
extent  that  such  taxes  were  not  allowable  deductions  in  computing 
net  income  for  the  preceding  taxable  year.  Inasmuch  as  federal 
income  and  excess  profrts  taxes  are  not  deductible  in  computing  the 
respective  net  incomes  subject  to  such  taxes,  reserves  set  aside  for  the 

payment  of  such  taxes  may  be  included  in  invested  capital 

(Letter  to  Corporation  Trust  Company  from  Commissioner  Roper, 
March  20,  1918.) 

Relative  to  the  tax  on  undistributed  profits®  certain  rulings 
were  made  by  the  Treasury  to  the  effect  that  if  taxes  paid 
in  19 18  could  be  said  to  be  out  of  19 18  earnings  the  reserves 
for  taxes  as  of  December  31,  1917,  would  not  be  affected. 
This  position  of  course  violated  all  rules  of  good  accounting 
and  could  not  have  been  expected  to  stand  for  any  length  of 
time.° 

Early  in  19 19  the  Treasury  issued  the  following: 

Regulation.  For  the  purpose  of  determining  invested  capital 
under  Title  II  of  the  act  of  October  3,  1917,  income  and  excess  profits 
taxes  shall  be  deemed  to  have  been  paid  out  of  the  net  income  for  the 
taxable  year  for  which  such  taxes  are  levied.  Amounts  payable  on 
account  of  income  and  excess  profits  taxes  for  any  year  may  be 
included  in  computing  surplus  and  undivided  profits  for  the  succeed- 
ing years  only  for  the  proportionate  part  of  the  year  represented  by 
the  period  of  time  between  the  close  of  the  taxable  year  and  the 
date  or  dates  upon  which  such  taxes  become  due  and  payable.  (T.  D. 
2791,  February  17,  1919.) 


*See  Income   Tax  Procedure,  1920,  page  797. 

""It  will  be  necessary,  however,  for  the  government  to  deal  con- 
sistently with  this  situation.  Public  accountants  refuse  to  certify 
balance  sheets  unless  all  liabilities  are  shown,  and  1917  federal  taxes 
are  a  real  liability.  Concerns  which  do  not  set  up  the  liability  must 
not  derive  any  benefit  therefrom."  {Income  Tax  Procedure,  1918,  page 
582.) 
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Therefore  the  reserve  for  taxes  set  up  at  Deceml^er  31, 
19 18,  or  at  the  end  of  the  corporation's  fiscal  year,  can  be  con- 
sidered as  invested  capital  until  the  date  on  which  the  taxes 
are  due  and  payable/"  When  the  payment  is  made  the  reserve 
account  (which  in  many  cases  was  an  estimate  when  set  up) 
should  be  adjusted  so  that  the  invested  capital  will  be  reduced 
by  the  proper  amount. 

If  by  reason  of  defective  bookkeeping  a  reserve  was  not 
set  up  at  the  end  of  the  taxable  year  and  the  amount  of  taxes 
subsequently  paid  was  charged  to  current  expenses  of  the  suc- 
ceeding year,  invested  capital  will  nevertheless  be  reduced  as 
of  the  date  of  payment.  Federal  taxes  represent  the  govern- 
ment's share  of  the  profits  of  specific  taxable  years  and  the 
mere  fact  that  the  payment  of  the  amounts  due  is  postponed 
until  a  later  date  in  no  way  affects  the  question.  Taxpayers 
may  go  out  of  business  or  be  subject  to  large  net  losses  in  the 
year  following  a  profitable  year,  but  these  and  similar  con- 
tingencies do  not  affect  the  government's  claim  to  its  share  of 
the  preceding  year's  net  income.  When  payment  is  made  it 
is  immaterial  whether  the  payment  is  charged  one  way  or  an- 
other on  the  taxpayer's  books,  or  whether  the  cash  to  pay 
comes  from  current  earnings,  past  earnings  or  from  borrowed 
money.  None  of  these  factors  can  shift  the  tax  liability  of  the 
previous  year  in  such  a  way  that  it  will  be  helpful  to  one  tax- 
payer and  injurious  to  another.  Unpaid  taxes  are  now  in- 
cluded in  invested  capital  and  all  corporations  will  be  treated 
alike. 

The  only  logical  way  in  which  to  treat  taxes  of  a  prior  year 
is  to  consider  the  cash  (or  Treasury  certificates)  required  to 
meet  the  taxes  a  part  of  the  capital  of  the  taxpayer,  so  long  as 
it  is  in  his  possession.  After  he  pays  it  out  it  can  no  longer 
be  considered  as  part  of  his  capital.  Nevertheless  some  ac- 
countants and  Treasury  agents  advised  corporations  which 
charged  191 7  taxes  against  a  reserve  for  taxes  set  up  to  meet 


'"It  is  immaterial  how  the  item  was  treated  on  undistributed  profits 
tax  return,  form  11 12. 
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such  liability,  or  against  surplus,  that  such  entries  should  be 
corrected  and  that  instead  the  payments  should  be  charged 
as  current  expenses  for  19 18.  Calling  federal  taxes  current 
expenses  does  not  make  them  so.  Of  course  if  a  taxpayer 
pays  the  tax  before  it  is  due,  invested  capital  should  not  be  re- 
duced until  the  due  date  as  the  government  gets  the  benefit. 
This  position  is  sustained  in  the  regulations. 

Regulation.  For  the  purpose  of  computing  invested  capital 
federal  income  and  war  profits  and  excess  profits  taxes  are  deemed  to 
have  been  paid  out  of  the  net  income  of  the  taxable  year  for  which 
they  are  levied.  It  is  immaterial,  therefore,  whether  reserves  for 
the  payment  of  such  taxes  for  the  preceding  year  have  been  set  up 
or  not,  or  if  set  up  whether  such  taxes  when  paid  have  actually  been 
charged  against  such  reserves.  Amounts  payable  on  account  of 
such  taxes  for  the  preceding  year  may  be  included  in  the  computation 
of  invested  capital  only  until  such  taxes  become  due  and  payable. 
A  deduction  from  the  invested  capital  as  of  the  beginning  of  the 
taxable  year  must  therefore  be  made  for  such  taxes  or  any  install- 
ment thereof,  averaged  for  the  proportionate  part  of  the  taxable  year 
after  the  date  when  the  tax  or  the  installment  is  due  and  payable. 
Where  as  a  result  of  an  audit  by  the  Commissioner,  or  the  accept- 
ance of  an  amended  return,  or  for  any  other  reason,  the  amount  of 
any  such  tax  for  the  preceding  year  is  subsequently  changed,  a  corre- 
sponding adjustment  will  be  made  in  the  invested  capital  for  the  tax- 
able year  upon  the  same  basis  as  if  the  corrected  amount  of  the  tax 
for  the  preceding  year  had  been  used  in  the  original  computation  of 
the  invested  capital  for  the  taxable  year (Art.  845.) 

Tax  reserves  of  corporations  with  fiscal  years. — The  fore- 
going regulation  is  amplified  by  a  new  one  which  reads  as 
follows : 

Regulation.  In  the  case  of  corporations  having  a  fiscal  year,  the 
federal  income  and  profits  taxes  for  the  taxable  year  1918  shall,  for 
the  purpose  of  computing  invested  capital  for  the  taxable  year  1919 
be  deemed  to  become  due  and  payable  as  follows:  (o)  As  to  such 
amounts  as  became  due  and  payable  prior  to  February  25,  1919, 
under  the  provisions  of  section  14  (a).  Revenue  Act  of  1916,  such 
law  shall  govern;  (b)  in  all  other  respects  the  provisions  of  section 
250  of  the  Revenue  Act  of  1918  shall  govern  except  that  the  instal- 
ments which  would  become  due  prior  to  February  25,  1919,  shall  be 
deemed  to  become  due  and  payable  on  that  date;  (c)  Any  amounts 
which  became  due  and  payable  under  said  section  14   (a)   prior  to 
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February  25  shall,  so  far  as  possible,  be  deemed  to  cancel  the  earlier 
installments  payable  under  said  section  250.  For  example,  a  corpora- 
tion whose  fiscal  year  ended  August  31,  1918,  is  assessed  a  total 
mcome  and  profits  tax  under  the  1917  law  of  $250,000  and  an  addi- 
tional tax  under  the  1918  law  of  $110,000.  The  total  tax  of  $360,000 
would  for  the  purpose  of  computing  invested  capital  be  deemed  to 
become  due  and  payable  as  follows:  February  15,  1919,^^  $250,000; 
May  15,  1919,  $20,000;  August  15,  1919,  $90,000.  If,  assuming  the 
same  taxes,  the  fiscal  year  ended  September  30,  1918,  the  total  tax 
would  for  the  purpose  of  corfiputing  invested  capital,  be  deemed  to 
become^  due  and  payable  as  follows:  February  25,  1919,  $90,000; 
March  15,  1919,  $90,000;  June  15,  1919,  $90,000;  September  15,  1919, 
$90,000.  The  provisions  of  this  article  apply  solely  for  the  purpose 
of  computing  invested  capital  and  do  not  affect  the  provisions  of  T.  D. 
2797  in  regard  to  the  time  and  manner  of  paying  taxes  where  cor- 
porations have  filed  returns  for  fiscal  years  ending  in  1918.  (Art. 
845  (a),  issued  as  T.  D.  2931,  signed  by  Commissioner  Daniel  C. 
Roper,  and  dated  October  7,  19 19.) 

Under  the  Revenue  Act  of  1916,  in  the  case  of  a  fiscal 
year  corporation,  return  was  due  within  60  days  after  the  close 
of  the  fiscal  year  and  tax  was  due  within  105  days  after  the  last  due 
date  of  the  return  (not  after  the  date  of  filing),  hence,  for  fiscal  year 
ended  August  31,  1918,  the  return  was  due  on  or  before  October  30, 
1918,  and  the  tax  on  or  before  February  12,  1919,  or  on  or  before  the 
165th  day  after  August  31,  1918. 

Certain  reserves  of  insurance  companies. — 

Regulation.  The  reserve  funds  of  insurance  companies,  the  net 
additions  to  which  are  deductible  from  gross  income  under  the  pro- 
visions of  section  234  of  the  statute,  cannot  be  included  in  computing 
invested  capital (Art.  870.) 


"Correction  of  above : 

Ruling.  "Reference  is  made  to  your  verbal  inquiry  in  regard  to  T.  D. 
2931,  dated  October  7,  1919,  amending  article  845,  Regulations  45.  You 
called  attention  to  the  following  extract  from  that  Treasury  Decision: 
'For  example,  a  corporation  whose  fiscal  year  ended  August  31,  1918, 
is  assessed  a  total  income  and  profits  tax  under  the  1917  law  of 
$250,000  and  an  additional  tax  under  the  1918  law  of  $110,000.  The 
total  tax  of  $360,000  would  for  the  purpose  of  computing  invested 
capital  be  deemed  to  become  due  and  payable  as  follows:  February 
15.    1919,   $250,000;    May    15,    1919,   $20,000;    August    15,    1919,   $90,000.' 

"In  reply  to  your  inquiry  as  to  whether  the  date  February  15, 
1919,  is  correct  you  are  advised  that  the  date  as  designated  is  five  and 
one-half  calendar  months  after  the  close  of  the  fiscal  year  of  the 
corporation,  whereas  the  date  should  have  been  February  12,  1919, 
one  hundred  sixty-five  days  after  August  31,  1918,  the  close  of  the 
fiscal  year."  (Letter  to  The  Corporation  Trust  Company,  signed  by 
Commissioner  Daniel  C.  Roper,  and  dated  October  27,  1919.) 
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Reserve  for  discounts — Banks. — 

Regulation.  Only  the  amount  of  discount  which  has  actually 
been  reported  by  a  bank  in  a  prior  year  as  taxable  income  and 
credited  to  surplus  account  may  be  included  in  surplus  as  of  the 
beginning  of  the  taxable  year (Art.  849.) 


Miscellaneous 

Deficit  or  loss  accounts. — Surplus  accounts  are  added  to 
capital  stock  accounts  to  determine  the  correct  amount  of  in- 
vested capital.  The  question  therefore  arises:  "Should  book 
accounts  representing  losses  or  accumulated  deficits  be  de- 
ducted from  capital  stock  accounts  and  thus  decrease  the 
amount  of  invested  capital?"  Good  accounting  practice  re- 
quires that  deficit  accounts  shall  be  shown  on  the  liability  side 
of  a  balance  sheet  and  be  so  stated  as  to  be  in  effect  a  deduc- 
tion from  capital  stock. 

Of  course,  it  is  not  claimed  that  a  deficit  account  reduces 
the  par  value  of  capital  stock,  but  whenever  the  net  worth  of 
a  corporation  is  less  than  the  par  value  of  its  outstanding  capi- 
tal stock,  it  is  obvious  that  the  hook  value  of  the  capital  stock 
has  been  diminished. 

The  deficit  is  the  explanation.  As  we  have  seen,  however, 
the  excess  profits  tax  law  does  not  pretend  to  adopt  book  values 
and  it  is  fairly  clear  that  it  was  intended  that  book  losses 
should  be  ignored. 

If  the  deficit  account  represents  net  operating  losses  or 
losses  allowable  for  income  tax  purposes,  there  can  be  no  ques-r 
tion  that  the  amount  has  been  part  of  the  paid-in  capital.  The 
law  apparently  continues  to  recognize  it  as  capital. 

If  all  or  part  of  the  deficit  is  made  good  with  subsequent 
earnings,  invested  capital  will  remain  unchanged — that  is,  any 
part  of  the  deficit  will  drop  out  of  invested  capital  and  the  sur- 
plus (earned  prior  to  the  beginning  of  the  taxable  year)  will 
take  its  place.  When,  however,  consolidated  returns  are  made, 
the  deficit  of  one  corporation  would  operate  to  reduce  the  sur- 
plus  of  a  profitable  corporation. 
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Regulation.  Capital  or  surplus  actually  paid  in  is  not  required 
to  be  reduced  because  of  an  impairment  of  capital  in  the  nature  of 
an  operating  deficit,  except  where  there  has  been  directly  or  indi- 
rectly a  liquidation  or  return  of  their  investment  to  the  stockholders, 
in  which  case  full  effect  must  be  given  to  any  liquidation  of  the 
original  capital.     (Art.  860.) 

Reserve  for  amortization  under  miinitions  tax. — 

Ruling.  Reference  is  made  to  your  letter  in  which  you  request 
a  ruling  on  behalf  of  your  client,  with  regard  to  whether  amounts 
deducted  as  allowances  for  amortization  on  munitions  tax  returns  for 
1916  and  1917  should  be  included  in  the  computation  of  invested 
capital  for  1918,  or  should  be  made  the  subject  of  adjustments  in 
the  nature  of  deductions  from  invested  capital. 

In  reply  you  are  advised  that  the  munition  manufacturer's  tax 
was  laid  "upon  the  entire  net  profits  actually  received  or  accrued," 
from  the  sale  or  disposition  of  specific  munitions,  and  it  was  provided 
in  section  302  "That  in  computing  net  profits  under  the  provisions  of 
this  title,  for  the  purpose  of  the  tax  there  shall  be  allowed  as  deduc- 
tions from  the  gross  amount  received  or  accrued  for  the  taxable 
year  from  the  sale  or  disposition  of  such  articles  manufactured  within 
the  United  States,  the  following  items:  .  .  .  .  (f)  A  reasonable 
allowance  according  to  the  conditions  peculiar  to  each  concern,  for 
amortization  of  the  values  of  buildings  and  machinery,  account  being 
taken  of  the  exceptional  depreciation  of  special  plants."  It  is  appar- 
ent from  this  language  that  the  amortization  allowance  in  question 
was  authorized  for  the  purpose  of  computing  "net  profits,"  not  "net 
income."  The  right  to  make  a  deduction  for  amortization  in  com- 
puting net  income  for  the  income  tax  did  not  exist  and  was  repeatedly 
denied  by  the  Bureau  prior  to  the  passage  of  the  Revenue  Act  of 
1918.  It  is  to  be  noted  further  that  the  taxes  imposed  by  Title  II 
of  the  Revenue  Act  of  1917  and  Title  III  of  the  Revenue  Act  of 
1918  were  explicitly  laid  upon  "net  income,"  and  were  in  a  variety 
o-f  ways  impressed  with  the  stamp  and  character  of  an  income  rather 
than  a  munition  manufacturer's  tax.  They  are  in  no  sense  mere 
continuations  or  expansions  of  the  tax  imposed  by  Title  III  of  the 
Revenue  Act  of  1916.  It  follows,  therefore,  that  the  deduction  for 
amortization  under  the  munition  manufacturer's  tax  law  was  not 
allowed  for  income  tax  purposes  and  should  not  now  be  permitted  to 
affect  the  surplus  or  any  other  element  entering  into  the  "invested 
capital"  employed  for  purposes  of  the  war-profits  and  excess-profits 
taxes. 

This  conclusion  is  supported  by  the  character  of  the  amortiza- 
tion allowance  in  question.  It  was  in  many  respects  quite  dissimilar 
from  the  depreciation  and  depletion  allowances.  It  was  not  based 
upon  the  fact  that  plant  and  equipment  acquired  in  the  year  1916  or 
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earlier  for  the  manufacture  of  munitions,  actually  depreciated  in  use 
or  market  value  during  the  taxable  year  1916.  There  was  in  general 
no  such  depreciation  in  value  or  impairment  of  useful  life.  Account 
was  taken  "of  the  exceptional  depreciation  of  special  plants"  but  the 
principal  allowance  was  "for  the  amortization  of  the  values  of  build- 
ings and  machinery,"  whether  those  values  increased  or  decreased  in 
the  immediate  future.  The  principal  amortization  allowance  looked 
to  the  establishment  of  a  special  fund  to  recoup  exceptional  war 
costs  when  war  uses  had  ceased ;  it  did  not  imply  that  there  had  been 
or  would  be  any  immediate  impairment  of  physical  assets,  such  as  is 
covered  by  the  depletion  allowance,  or  any  immediate  exhaustion, 
wear,  tear  or  obsolescence  in  excess  of  the  amount  covered  by  the 
depreciation  allowance.  It  was,  as  stated,  a  special  allowance  pecu- 
liar to  this  tax,  designed  possibly  to  moderate  the  (then)  exception- 
ally high  rates  of  the  munition  manufacturer's  tax.  Reference  has 
been  made  in  this  connection  to  the  wording  of  section  214  (a)  (9) 
and  section  234  (a)  (8)  authorizing  a  deduction  for  amortization 
under  the  Revenue  Act  of  1918;  but  upon  careful  examination  these 
paragraphs  are  found  to  have  no  bearing  upon  the  present  case.  It 
is  held,  therefore,  that  the  amount  deducted  as  an  allowance  for 
amortization  under  the  munitions  manufacturer's  tax  law  will  not 
affect  the  computation  of  invested  capital  for  the  taxable  year  1918. 
(Letter  to  a  subscriber,  signed  by  Commissioner  Daniel  C.  Roper, 
and  dated  August  13,  1919.) 


CHAPTER  XI 

CHANGES  IN  INVESTED  CAPITAL  DURING 
THE  TAXABLE  YEAR 

The  most  important  changes  in  invested  capital  during 
the  taxable  year  arise  from  current  profits  and  losses.  Ac- 
cumulated surplus  at  the  beginning  of  the  taxable  year  forms 
part  of  the  invested  capital.  Earnings  realized  during  the 
taxable  year  do  not  increase,  and  losses  during  the  taxable 
year  do  not  decrease,  invested  capital  for  the  current  year, 
but  in  turn  affect  invested  capital  at  the  beginning  of  the 
succeeding  year. 

Law.  Section  326.  (a)  ....  "invested  capital"  ....  means 
.  .  .  .  (3)  ....  surplus  ....  not  including  surplus  and  undivided 
profits  earned  during  the  year;^ 

It  is  claimed  that  it  is  not  equitable  to  exclude  current 
profits  as  a  factor  in  determining  invested  capital  because 
in  some  cases  earnings  are  realized  in  cash  early  in  a  taxable 
year,  are  reinvested  and  produce  further  earnings  during  the 
year,  the  effect  being  that  no  invested  capital  at  all  is  ascribed 
to  the  later  earnings.  The  same  argument,  however,  applies 
conversely  to  losses.    On  the  whole,  it  would  be  impracticable 


'[Former  Procedure]  The  1917  law  provided  that  there  should 
be  included  as  invested  capital,  "paid-in  or  earned  surplus  and  un- 
divided profits  used  or  employed  in  the  business,  exclusive  of  undi- 
vided profits  earned  during  the  taxable  year."   [Section  207   (a-3).] 

The  word  "surplus"  which  appears  in.  the  1918  law  and  as  applied 
to  the  taxable  year  was  omitted  in  the  1917  law,  but  there  was  no 
doubt  as  to  the  obvious  meaning  of  the  provision.  Calling  any  part 
of  1917  earnings  "surplus"  instead  of  "undivided  profits"  would  have 
been  an  unwarranted  subterfuge  and  evasion.  It  would  have  been  a 
violation  of  the  law  as  well  as  of  accepted  accounting  practice. 

If  a  corporation's  fiscal  year  ended  prior  to  December  31,  1916, 
it  was  not  permitted  to  add  to  invested  capital  at  January  i,  1917,  any 
portion  of  the  current  earnings  for  the  fiscal  year  which  ended  in 
1917,  although  part  was  earned  prior  to  January  i,  1917.  (Letter  to 
Corporation  Trust  Co.  from  Deputy  Commissioner  Speer,  April  25, 
1918.) 
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to  permit  profits  or  losses  during  the  taxable  year  to  be  con- 
sidered in  computing  invested  capital. 

If  a  corporation  actually  realizes  unusually  large  profits 
during  the  early  part  of  a  year  it  may  be  feasible  for  it  to 
secure  relief  under  sections  327  and  328.^ 

If  the  excess  profits  tax  law  were  to  be  permanent  it  would 
probably  lead  most  corporations  to  change  their  fiscal  years 
to  the  month  immediately  following  their  most  profitable 
period.  For  an  interesting  computation  of  the  net  effect  on 
taxes  of  additional  invested  capital,  see  page  107. 

It  is  inaccurate  to  state  that  current  earnings  or  losses 
have  no  effect  on  invested  capital.  Earnings  or  losses  corre- 
spondingly change  gross  assets ;  therefore,  the  proportion  of 
admissible  and  inadmissible  assets  at  the  beginning  of  the  year 
must  be  preserved  during  the  year  or  invested  capital  will 
be  affected  favorably  or  unfavorably  as  the  case  may  be. 

The  purchase  of  corporate  stocks  with  current  earnings 
actually  decreases  invested  capital  at  the  beginning  of  the  year. 
In  effect  admissible  assets  at  the  beginning  of  the  year  are 
reduced  because  an  investment  in  inadmissible  assets  is  made 
from  current  earnings. 

It  is  difficult  to  lay  down  any  rule  which  will  work  equi- 
tably in  all  cases.  Like  many  other  features  of  a  law  based 
on  factors  which  cannot  be  determined  many  arbitrary  and 
inconsistent  rules  must  be  adopted. 

Taxpayers  who  are  unfavorably  affected  by  the  rules  can 
no  doubt  secure  rehef  from  the  courts.  Those  who  are  fa- 
vorably affected  will  probably  feel  that  an  unexpected  dif- 
ferential in  their  favor  merely  offsets  an  unfavorable  decision 
against  them  in  some  other  place. 

Increases  in  Capital  during  Year 

All  new  capital  received  during  the  taxable  year  may  be 
included  in  invested  capital  commencing  with  the  day  of  its 

^See  page  225. 
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receipt.     New  capital  usually  is  derived  from  one  of  the  fol- 
lowing sources. 

Capital  stock. 

Premiums  on  capital  stock. 

Assessments  on  or  contributions  by  stockholders. 
Such   part  of   depletion   and   depreciation   reserves   as 

represents   realization   of   appreciation   at   March    i, 

1913- 

When  property  acquired  prior  to  March  i,  191 3,  is 
sold  the  realization  of  the  appreciation  at  March  i, 
1913,  is  new  capital,  because  the  appreciation,  even  if 
on  the  books,  could  not  be  included  as  invested  capi- 
tal prior  to  realization. 

When  the  ratio  of  inadmissible  assets  to  total  assets 
at  the  beginning  of  the  year  is  decreased  by  changes 
during  the  year  the  net  effect  is  to  increase  invested 
capital. 

All  the  foregoing  classes  of  new  capital  have  been  fully 
discussed  under  their  appropriate  headings  in  other  chapters. 

Increase  in  capital  through  proceeds  of  stock  or  special 
cash  dividends. — The  law  specifically  provides  that  additional 
capital  contributed  during  the  taxable  year  shall  be  en- 
titled to  the  benefit  of  the  exemption  accorded  to  the  capital 
invested  at  the  beginning  of  the  year.  If  the  additional  capital 
consists  of  cash,  or  its  equivalent  in  property,  full  credit  will 
be  given  as  of  the  day  of  payment.  An  increase  in  capital 
stock  through  a  stock  dividend  will  not  increase  invested 
capital. 

Corporations  are  required  to  reduce  invested  capital  by  the 
amount  of  any  dividend  paid  during  the  first  sixty  days  of 
any  taxable  year,  as  such  dividend  is  deemed  to  have  been 
paid  out  of  surplus  accumulated  prior  to  the  beginning  of 
the  taxable  year.^    This  is  a  very  reasonable  assumption.    In- 

*See  page  207. 
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vested  capital  will  be  decreased  as  of  the  date  of  payment  of 
the  dividend.  If  a  corporation  with  fiscal  year  ending  De- 
cember 31,  19 19,  pays  a  dividend  on  March  i,  1920,  or 
later,  the  amount  paid  will  be  deemed  to  be  paid  out  of  the 
earnings  of  the  taxable  year  to  the  amount  of  such  earnings 
accumulated  to  the  date  of  payment  of  the  dividend  and  will 
not  affect  the  invested  capital  for  the  taxable  year. 

It  is  not  necessary  that  the  books  should  show  accumulated 
profits  monthly  or  otherwise  to  justify  the  charging  of  divi- 
dends to  current  earnings,  as  the  law  assumes  where  the  con- 
trary is  not  shown  by  the  books,  that  the  earnings  accumulate 
ratably  over  the  taxable  year,*  but  if  no  profit  is  realized  dur- 
ing the  taxable  year  any  cash  dividends  paid  have,  in  fact, 
reduced  the  invested  capital  from  and  after  the  dates  of  the 
dividends,  because  the  dividends  have  been  paid  out  of  surplus 
accumulated  prior  to  the  taxable  year. 

Regulation.  Profits  earned  during  any  year  can  not  be  included 
in  the  computation  of  invested  capital  for  that  year,  even  though 
during  the  year  such  profits  are  set  up  as  surplus  on  the  books  or 
assumed  to  be  distributed  in  the  form  of  stock  dividends.  If  a  divi- 
dend is  declared  and  paid  during  any  year  out  of  the  profits  of  that 
year  and  the  stockholders  pay  back  into  the  corporation  all  or  a 
substantial  part  of  the  amount  of  such  dividends,  the  amount  so  paid 
back  can  not  be  included  in  the  computation  of  invested  capital 
unless  the  corporation  shows  by  evidence  satisfactory  to  the  Com- 
missioner that  the  dividends  were  paid  in  good  faith  and  without 
any  understanding,  express  or  implied,  that  they  were  to  be  paid 
back.    (Art.  850.) 

Little  difficulty  should  be  experienced  in  complying  with 
the  regulation  regarding  payments  of  a  capital  nature  to  a 
corporation.  It  is  not  usual  to  pay  dividends,  which  become 
subject  to  surtax  in  the  hands  of  recipients,  and  soon  there- 
after ask  the  return  of  an  equivalent  amount  to  the  corpora- 
tion unless  the  controlling  reason  is  a  need  for  additional 
capital  not  known  at  the  date  of  the  dividend  declaration.  The 
surtaxes  imposed  would  more  than  offset  the  advantage  of 
additional  invested  capital. 
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^Section  201    (e).     See  also  Art.  857,  page  209. 
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Surplus  from  sale  of  capital  assets  may  be  addition  to  in- 
vested capital  during  taxable  year.— The  entire  profit  realized 
on  sales  of  capital  assets  at  a  price  in  excess  of  book  value 
should  be  credited  to  surplus  account,  but  only  that  part  of 
the  profit  which  has  accrued  since  March  i,  19 13,  is  taxable 
at  the  rates  in  force  during  the  year  in  which  the  sale  is  con- 
summated. This  part  of  the  profit,  however,  cannot  be  in- 
cluded in  invested  capital  until  the  beginning  of  the  following 
taxable  year. 

The  proceeds  of  the  realization  of  the  appreciation  as  of 
March  i,  19 13,  are  capital  and  increase  invested  capital  from 
and  after  the  date  of  realization. 

Surplus  arising  from  revaluations — Property  taken  for 
debt. — The  following  regulation  merely  confirms  the  general 
rule  that  appreciation  cannot  be  included  in  invested  capital. 
If  the  value  of  the  property  taken  over  is  in  excess  of  its 
cost  and  its  value  is  written  up,  the  current  profit  and  loss 
account  must  be  credited  in  order  that  the  increased  value  will 
be  reflected  in  invested  capital  commencing  with  the  beginning 
of  the  succeeding  year. 

Regulation.  Real  or  personal  property  taken  by  a  corporation 
in  payment  or  satisfaction  of  a  debt,  or  property  received  in  exchange 
for  other  property,  will  be  an  admissible  asset  at  its  fair  market  value 
upon  receipt.  The  profit  or  loss,  if  any,  resulting  from  the  transac- 
tion will  not  be  reflected  in  invested  capital  until  the  succeeding  tax- 
able year (Art.  847.) 

Changes  in  invested  capital  during  taxable  year  may  be 
averaged. — 

Law.  Section  326.  (d)  The  invested  capital  for  any  period  shall 
be  the  average  invested  capital  for  such  period,  but  in  the  case  of  a 
corporation  making  a  return  for  a  fractional  part  of  a  year,  it  shall 
(except  for  the  purpose  of  paragraph  (2)  of  subdivision  (a)  of 
section  311^)  be  the  same  fractional  part  of  such  average  invested 
capital 


"Section  311   (a-2)  covers  the  war  profits  credit. 
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Regulation.  The  invested  capital  as  of  the  beginning  of  any 
period  of  one  year  or  less  should  be  adjusted  by  an  appropriate  addi- 
tion or  deduction  for  each  change  in  invested  capital  during  the 
period.  The  amount  so  added  or  deducted  in  each  case  is  the  amount 
of  the  change  averaged  for  the  time  remaining  in  the  period  during 
which  it  is  in  effect.  The  fraction  used  in  finding  such  average  is 
the  number  of  days  remaining  in  the  period  (including  the  day  on 
which  the  change  occurs)  over  the  number  of  days  in  the  period. 
(Art.  853.) 

Computation  of  average  invested  capital. — 

Regulation.  For  the  purpose  of  computing  invested  capital  for 
any  period  of  one  year  or  less  each  corporation  shall  add  together  its 
paid-in  capital  and  its  paid-in  or  earned  surplus  and  undivided  profits 
(under  whatever  name  it  may  be  called)  as  shown  by  its  books  at 
the  beginning  of  the  period.  The  total  so  obtained  shall  be  adjusted 
(o)  for  any  property  paid  in,  or  for  any  asset  reflected  in  surplus 
and  undivided  profits,  which  is  not  carried  on  the  books  at  the  valua- 
tion prescribed  by  the  statute  or  by  the  regulations,  and  (b)  for  any 
changes  in  paid-in  capital  or  in  paid-in  or  earned  surplus  and  un- 
divided profits  (not  including  surplus  and  undivided  profits  earned 
during  the  period)  occurring  during  the  period,  averaged  for  the  time 

for  which  such  changes  are  effective The  total  so  obtained 

and  adjusted  is  the  average  invested  capital  for  the  period,  unless  the 
corporation  at  any  time  during  the  period  held  any  inadmissible 
assets,  in  which  case  such  total  must  be  reduced  by  a  percentage 
thereof  equal  to  the  percentage  which  the  amount  of  inadmissible 
assets  held  during  the  period  is  of  the  total  amount  of  admissible  and 
inadmissible  assets  held  during  the  period The  invested  cap- 
ital for  any  year  during  the  prewar  period  is  determined  in  the  same 
manner  as  for  the  taxable  year.  The  invested  capital  can  not  be 
determined  by  adding  the  amounts  of  the  assets  of  a  corporation, 
(Art.  854.) 

Computation  of  invested  capital  for  part  of  year. — In- 
vested capital  for  less  than  a  full  year  will  have  to  be  computed 
in  each  of  the  follov^ing  cases : 

1,  When  the  corporation  is  in  existence  less  than  twelve 

months  prior  to  the  end  of  its  first  fiscal  year  or  is 
dissolved  during  a  fiscal  year. 

2.  When  the  taxable  year  is  changed  from  a  calendar 

year  to  a  fiscal  year  basis  and  vice  versa,  or  the  date 
of  ending  of  the  fiscal  year  is  changed. 
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In  either  case  full  weight  is  given  to  the  actual  invest- 
ment for  the  fraction  of  a  year  covered  by  the  return. 

Regulation In  the  case  of  a  corporation  making  a  return 

for  a  fractional  part  of  a  year,  its  invested  capital  for  such  period  is 
the  same  fractional  part  of  the  average  invested  capital  for  such 
period,  except  that  for  the  purpose  of  section  311  (a)  (2)  of  the 
statute  it  is  the  full  average  invested  capital  for  the  period.  In  com- 
puting the  tax  under  a  return  for  a  fractional  part  of  a  period  the 
same  purpose  may  sometimes  be  more  readily  effected  by  using  the 
full  average  invested  capital  and  taking  a  fractional  part  of  the 
result,  as  in  schedule  III  of  form  1120.  In  schedule  IV  of  the  same 
form,  however,  the  fractional  part  of  the  full  average  invested  capital 
for  the  period  should  be  used (Art.  855.) 

In  the  new  form  1120,  issued  by  the  Treasury  for  the  year 
19 19,  schedules  C  and  D  will  be  used  instead  of  schedules 
III  and  IV  mentioned  in  the  regulation  quoted  above. 

The  instructions  in  paragraph  11,  page  2,  provide  that 
item  2,  column  2,  schedule  D,  "shall  be  reduced  to  as  many 
twelfths  of  the  figures  for  a  full  year  as  there  are  months 
in  the  period  for  which  the  return  is  made." 

This  instruction  is  applicable  to  item  i,  column  2,  schedule 
D  of  form  1120,  which  is  the  amount  of  net  income  not  over 
20  per  cent  of  invested  capital.  But  it  is  not  applicable  to 
item  2,  column  2,  schedule  D  because  when  return  is  made 
for  fractional  part  of  year,  this  item  represents  the  balance 
of  net  income  which  is  to  be  taxed  at  the  40  per  cent  rate 
(the  second  bracket).  If  this  amount  were  to  be  reduced 
the  effect  would  be  not  to  tax  all  of  the  net  income. 

The  regulations  quoted  above  are  explained  in  the  fol- 
lowing illustrations,  showing:  (i)  the  effect  of  changes  in 
invested  capital  during  the  year,  where  return  is  for  a  period 
of  a  full  year;  (2)  the  effect  of  changes  in  invested  capital 
where  return  is  made  for  a  fraction  of  a  year,  and  the  change 
is  averaged  for  such  fractional  period.  Both  of  these  illus- 
trations are  official  ones,  taken  from  Regulations  45. 
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Decreases  in  Capital  during  Year 

The  withdrawal  of  capital  or  accumulated  surplus  during 
the  taxable  year  decreases  invested  capital  as  of  the  date  of 
withdrawal,  unless  otherwise  provided.  The  most  common 
ways  of  decreasing  capital  during  a  taxable  year  are  the  pay- 
ment of  dividends  during  the  first  sixty  days  (and  thereafter 
if  current  earnings  are  not  equal  to  the  dividends  paid)  and 
the  payment  of  federal  taxes. 

Decrease  in  capital  through  dividends.^ — The  regulations 
provide  that  a  dividend  paid  after  the  expiration  of  the  first 
sixty  days  of  the  taxable  year  reduces  invested  capital  as  of 
the  first  of  the  year  to  the  extent  to  which  the  earnings 
for  the  year  are  insufficient  to  pay  the  dividend.  If  pay- 
ments had  been  made  to  stockholders  in  anticipation  of  the 
dividend  the  payments  reduce  invested  capital  in  the  same 
manner  as  a  dividend  would  operate  to  reduce  invested  capital. 

Law.  Section  201.  (e)  Any  distribution  made  during  the  first 
sixty  days  of  any  taxable  year  shall  be  deemed  to  have  been  made 
from  earnings  or  profits  accumulated  during  preceding  taxable  years ; 
but  any  distribution  made  during  the  remainder  of  the  taxable  year 
shall  be  deemed  to  have  been  made  from  earnings  or  profits  accumu- 
lated between  the  close  of  the  preceding  taxable  year  and  the  date  of 
distribution,  to  the  extent  of  such  earnings  or  profits,  and  if  the 
books  of  the  corporation  do  not  show  the  amount  of  such  earnings  or 
profits,  the  earnings  or  profits  for  the  accounting  period  within  which 
the  distribution  was  made  shall  be  deemed  to  have  been  accumulated 
ratably  during  such  period. 


'[Former  Procedure]     Effect  on  invested  capital  for  1917 — when 

DIVIDENDS    were    HELD    TO    BE    TAXABLE    AT   RATES    OF    PRIOR    YEARS. — When    a 

corporation  paid  a  dividend  during  1917  and  advised  its  stockholders  that 
all  or  part  thereof  was  applicable  to  the  earnings  of  a  prior  year,  obviously 
the  dividend  could  not  be  charged  against  current  earnings.  .Therefore, 
the  payment  of  the  dividend  reduced  the  surplus  account  of  the  corpora- 
tion, instead  of  the  current  profit  and  loss  account.  As  the  surplus 
account  formed  part  of  the  basis  for  the  determination  of  iuivested 
capital  the  charge  of  the  dividend  to  surplus  account  reduced  invested 
capital  from  and  after  the   date  of  payment. 

If  subsequently  the  corporation's  action  was  disallowed  and 
additional  taxes  were  imposed  upon  the  stockholders  the  corporation 
was  entitled  to  adjust  its  invested  capital,  file  an  amended  return  and 
receive  a  refund  of  the  tax  overr>aij. 
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Effect  of  ordinary  dividend. — 

Regulation.  A  dividend  other  than  a  stock  dividend  affects  the 
computation  of  invested  capital  from  the  date  when  the  dividend  is 
payable  and  not  from  the  date  when  it  is  declared,  except  that  where 
no  date  is  set  for  its  payment  the  date  when  declared  will  be  con- 
sidered also  the  date  when  payable  for  the  purpose  of  this  article. 
For  the  purpose  of  computing  invested  capital  a  dividend  paid  after 
the  ex;piration  of  the  first  sixty  days  of  the  taxable  year  will  be 
deemed  to  be  paid  out  of  the  net  income  of  the  taxable  year  to  the 
extent  of  the  net  income  available  for  such  purpose  on  the  date  when 

it   is  payable The   surplus   and  undivided   profits   as  of   the 

beginning  of  the  taxable  year  will  be  reduced  as  of  the  date  when  the 
dividend  is  payable  by  the  entire  amount  of  any  dividend  paid  during 
the  first  sixty  days  of  the  taxable  year  and  by  the  amount  of  any 
other  dividend  in  excess  of  the  current  net  income  available  for  its 
payment.  In  the  case  of  a  dividend  paid  during  the  first  sixty  days 
of  a  taxable  year  which  exceeds  in  amount  the  surplus  and  undi- 
vided profits  as  of  the  beginning  of  the  taxable  year  the  excess  will 
be  deemed  to  be  paid  out  of  earnings  of  the  taxable  year  available  at 
the  date  when  the  dividend  is  payable,  and  to  the  extent  that  such 
earnings  are  insufficient  it  will  be  deemed  to  be  a  liquidation  of  paid- 
in  capital  or  surplus.  From  the  date  when  any  dividend  is  payable 
the  amount  which  the  several  stockholders  are  entitled  to  receive  will 
be  treated  as  if  actually  paid  to  them,  whether  or  not  it  is  so  paid  in 
fact,  and  the  surplus  and  undivided  profits,  either  of  the  taxable  year 
or  of  the  preceding  years,  will  in  accordance  with  the  foregoing 
provisions  be  deemed  to  be  reduced  as  of  that  date  by  the  full  amount 
of  the  dividend.  Amounts  paid  to  stockholders  in  anticipation  of 
dividends,  or  amounts  withdrawn  by  stockholders  in  excess  of  divi- 
dends declared,  will  in  computing  invested  capital  have  the  same 
effect  as  if  actually  paid  as  dividends.     (Art.  858.) 

Effect  of  stock  dividend. — 

Regulation.  The-  payment  of  a  stock  dividend  has  no  effect 
upon  the  amount  of  invested  capital.  Such  items  as  appraised  value 
of  good  will,  appreciation  in  value  of  real  estate  or  other  tangible 
property,  etc.,  although  carried  to  surplus  and  distributed  as  stock 
dividends,  can  not  in  this  manner  be  capitalized  and  included  in 
computing  invested  capital.  If  a  corporation  has  paid  a  stock  divi- 
dend in  excess  of  its  true  surplus,  it  can  not  be  deemed  to  have  any 
greater  invested  capital  than  could  have  been  computed  had  no  such 
stock  dividend  been  paid.     (Art.  859.) 

When  dividends  during  first  60  days  should  not  reduce 
invested    capital. — When    a    corporation    has     a    substan- 


CHANGES  IN  INVESTED  CAPITAL  209 

tial  surplus  at  the  beginning  of  a  taxable  year  the  rule 
that  dividends  paid  during  the  first  sixty  days  shall  be  deemed 
to  be  paid  from  such  surplus  is  fair.  But  in  the  case  of  a  new 
corporation,  which  declares  a  dividend  during  the  first  sixty 
days  of  its  existence  from  earnings  definitely  known  to  have 
accumulated  during  such  period,  the  same  rule  becomes  in- 
equitable. -' 

New  corporations  or  corporations  with  no  surplus  at  the 
beginning  of  the  taxable  year,  desiring  to  pay  dividends  should 
wait  for  sixty-one  days  before  actually  paying  their  first  divi- 
dend. 

Method  of  determining  income  available  for  dividends. — 
The  regulations  provide  that  net  income  of  a  taxable  year  will 
be  deemed  to  be  allocated  (a)  to  federal  taxes,  (b)  to  divi- 
derids  paid  after  the  expiration  of  the  first  sixty  days.  If 
dividends  are  in  excess  of  the  net  income  after  allowing  for 
federal  taxes  and  if  the  payment  of  such  dividends  decreases 
the  invested  capital  at  the  beginning  of  the  year,  the  net  earn- 
ings for  the  year  will  be  affected,  because  the  amount  of  in- 
vested capital  will  be  reduced,  federal  taxes  increased  and  the 
amount  available  for  dividends  decreased.  This  calculation 
would  require  the  use  of  an  algebraic  formula,^  but  the  regu- 
lation eliminates  the  necessity  for  using  such  a  complicated 
method. 

Regulation.  Wfiether  dt  the  time  of  any  payment  made  during 
the  taxable  year  there  is  sufficient  income  of  the  taxable  year  avail- 
able for  such  payment,  or  whether  the  surplus  or  undivided  profits 
as  of  the  beginning  of  the  taxable  year  must  be  reduced  by  the 
amount  of  such  payment,  shall  be  determined  according  to  the  fol- 
lowing principles: 

(i)  The  aggregate  amount  of  earnings  of  the  taxable  year 
available  for  all  purposes  up  to  any  given  date  will  be  determined 
upon  the  basis  of  the  same  proportion  of  the  net  income  for  the 
taxable  year  (as  finally  determined  for  the  purpose  of  income  and 
war  profits  and  excess  profits  taxes)  as  the  part  of  the  year  already 


^See  Income  Tax  Procedure,  1926,  page  279. 
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elapsed  is  of  the  entire  year  (determined  in  the  manner  provided  in 
article  853),  unless  the  corporation  shows  from  its  books  or  other 
records  that  a  greater  proportion  of  its  earnings  for  the  year  was 
available  on  such  date. 

(2)  The  aggregate  amount  available  will  be  deemed  to  be  applied 
for  the  following  purposes  in  the  order  in  which  they  are  stated: 
(a)  accrued  federal  income  and  war  profits  and  excess  profits  taxes 
for  the  taxable  year  ....  and  (b)  dividends  paid  after  the  expi- 
ration of  the  first  sixty  days  of  the  taxable  year  ....  and  other 
corporate  purposes,  including  the  purchase  of  outstanding  stock  of 

the    corporation    previously    issued In    any    case    where    the 

above  computation  would  be  indeterminate  because  of  the  effect  of 
the  provisions  of  this  article  upon  the  invested  capital  for  the  year, 
the  amount  of  such  invested  capital  for  the  purpose  of  this  com- 
putation may  be  deemed  to  be  the  invested  capital  as  of  the  beginning 
of  the  taxable  year,  plus  any  additional  capital  paid  in  during  such 
year  and  minus  any  specific  withdrawal  or  liquidation  of  capital 
during  such  year.     (Art.  857.) 

It  will  be  noted  that  the  usual  assumption  that  earnings 
accumulate  ratably  over  a  whole  year  is  waived  in  the  fore- 
going regulation.  If  a  dividend  is  paid,  say,  in  May  and  is 
in  excess  of  the  earnings  to  that  date,  calculated  on  a  pro 
rata  basis  for  the  entire  year,  invested  capital  will  be  decreased, 
unless  it  is  shown  that  during  the  period  elapsed  since  the 
beginning  of  the  year  the  net  current  earnings  (after. pro- 
viding for  taxes)  were  in  fact  sufficient  to  pay  the  dividends. 
Section  201  (e)  specifically  permits  this  method,  the  only 
condition  being  that  the  books  of  corporations  must  show 
that  the  earnings  did  not  accrue  ratably  during  the  year,  but 
actually  accrued  in  certain  months. 

Many  corporations  now  keep  their  accounts  on  a  basis 
which  permits  the  determination  of  profits  monthly.  Such 
corporations  will  be  in  a  position  to  take  advantage  of  the 
law. 

Accruals  of  taxes  should  not  be  deducted  from  in- 
vested CAPITAL. — Article  857  requires  that  accrued  federal 
taxes  must  be  deducted  from  current  earnings  before  the 
amount  available  for  dividends  can  be  determined. 
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A  corporation  earns 

During  the  first  6  months $10,000 

Federal   taxes   estimated 3,000 

Available  for  dividend $7,000 

Dividend  paid  July  i 8,000 

Dividend  excessive   $1,000 


The  theory  is  that  as  taxes  estimated  at  $3,000  will  eventu- 
ally have  to  be  paid,  earnings  available  for  dividends  are  re- 
duced to  $7,000,  and  a  dividend  of  $8,000  means  that  sur- 
plus at  January  i  is  reduced  by  $1,000.  If  invested  capital 
were  actually  reduced  by  the  $3,000  reserved  for  taxes,  the 
deduction  of  the  $1,000  excess  dividend  would  be  in  order, 
but  the  estimated  tax  reserve  remains  in  the  business  as  actual 
invested  capital  until  sometime  during  the  following  year. 

The  Treasury  has  definitely  taken  the  stand  that  accrued 
federal  taxes  need  not  reduce  invested  capital  until  such  taxes 
are  due  and  payable.* 

It  must  be  assumed  that  article  857  is  erroneous  and  that 
dividends  do  not  reduce  invested  capital  unless  the  net  income 
exclusive  of  federal  taxes  for  the  current  year  prior  to  the 
date  when  the  dividends  are  paid  is  insufficient. 

Decrease  in  invested  capital  by  payment  of  federal 
TAXES. — It  has  been  stated  in  the  foregoing  paragraph  that 
accrued  federal  taxes  should  not  be  deducted  from  invested 
capital.  When  such  taxes  are  paid,  however,  it  is  proper  that 
invested  capital  should.be  reduced.  For  a  full  discussion  of 
this  subject,  see  "Reserves  for  taxes,"  page  191. 


'See  Art.  845,  page  193. 
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PRE-WAR  INVESTED  CAPITAL 

For  the  calendar  year  19 19,  except  in  the  case  of  govern- 
ment contracts,  the  question  of  pre-war  invested  capital  is 
academic,  because  under  the  excess  profits  tax  it  is  immaterial 
whether  a  corporation  had  any  pre-war  experience  or  not. 

But  as  most  returns  for  19 18  have  not  yet  been  examined, 
the  determination  of  pre-war  invested  capital  is  still  a  live 
issue. 

Law.  Section  310.  That  as  used  in  this  title  the  term  "prewar 
period"  means  the  calendar  years  191 1,  1912,  and  1913,  or,  if  a  cor- 
poration was  not  in  existence  during  the  whole  of  such  period,  then 
as  many  of  such  years  during  the  whole  of  which  the  corporation 
was  in  existence. 

Under  the  1918  law  the  importance  of  accurately  deter- 
mining invested  capital  for  the  pre-war  period  is  far  greater 
than  was  the  case  under  the  191 7  law. 

Regulation,  The  prewar  period  in  the  case  of  each  corporation 
covers  so  many  of  the  calendar  years  191 1,  1912  and  1913  during 
the  whole  of  which  it,  or  a  predecessor  trade  or  business,  was  in  ex- 
istence  If  a  new  enterprise  was  launched  in  corporate  form 

in  June,  1912,  its  prewar  period  would  accordingly  be  the  calendar 
year  1913.  The  prewar  period  when  mentioned  without  reference  to 
any  particular  corporation  means  the  calendar  years  191 1,  1912  and 
1913.     (Art.  771.) 

The  suggestions  relating  to  the  determination  of  invested 
capital  as  of  the  beginning  of  the  taxable  year^  apply  to  a 
great  extent  to  the  pre-war  period. 

•  The  importance  of  an  accurate  balance  sheet  as  of  March 
I,  1913,  in  income  tax  procedure  is  sufficient  reason  for  careful 
analysis  of  all  items  of  assets  and  liabilities  as  they  appeared 
on  the  books  during  the  years  191 1,  1912  and  1913.    Adjust- 

'See  page  108. 
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ments  as  of  March  i,  19 13,  can  hardly  be  made  without  giving 
due  attention  to  the  years  immediately  preceding. 

The  determination  of  invested  capital  means  an  inquiry 
into  assets,  liabilities  and  net  worth.  Many  corporations 
made  up  their  excise  and  income  tax  returns  without  regard 
to  the  effect  on  assets  or  liabilities.  The  result  is  that  many 
corporations  for  the  first  time  find  that  the  connection  between 
the  two  is  a  vital  one  and. that  items  which  seemed  to  be  unim- 
portant when  dealing  with  low  income  tax  rates  become  of 
great  importance  when  applied  to  an  excess  profits  tax.  It 
may  be  the  case,  therefore,  that  amended  income  tax  returns 
back  to  1 91 3  and  amended  excise  tax  returns  from  1909  to 
19 1 2  inclusive  will  be  necessary  to  clear  up  apparent  incon- 
gruities. 

It  is  true  that  March  i,  19 13,  revaluations  which  involve 
appreciation  will  not  increase  invested  capital,  but  if  revalua- 
tions as  of  March  i,  19 13,  serve  to  restore  to  the  books  items 
of  cost  which  were  written  off  before  that  date,  the  adjusted 
asset  accounts  will  be  included  as  items  of  invested  capital. 

Balance  sheets  as  of  the  beginning  of  the  calendar  years 
1911,  1912  and  191 3  (or  the  fiscal  years  ending  within  those 
years)  should  be  prepared  from  the  books. ^  The  various 
items  of  assets,  liabilities,  capital  and  surplus  should  be  com- 
pared with  the  comments  on  the  same  class  of  items  discussed 
elsewhere  in  this  book  and  any  necessary  adjustments  should 
be  made. 

If  the  prorating  method  referred  to  in  the  ruling  quoted 
in  foot-note  2  does  not  work  out  equitably  because  of  large 
contributions  of  capital  or  large  losses,  an  effort  should  be 
made  to  construct  balance  sheets  for  the  calendar  years. 

After  the  balance  sheets  are  adjusted  the  average  of  the 


'Ruling.  "In  those  cases  where  the  taxpayer  has  established  a  fiscal 
year  in  effect  during  the  pre-war  period,  it  will  be  permissible  in  ascertain- 
ing the  amount  of  the  capital  invested  and  the  percentage  of  profit,  to 
prorate  the  amounts  pertaining  to  the  respective  fiscal  years  in  arriving  at 
the  amounts  applicable  to  the  calendar  years."  (Letter  to  Wollman  and 
Wollman   from  Deputy  Commissioner   Speer,   February  26,   1918.) 
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three  years  should  be  calculated.  Upon  this  average  will  be 
based  one  of  the  most  important  credits  in  the  determination 
of  the  war  profits  tax  for  the  taxable  year,  viz.,  the  lo  per 
cent  credit  which  will  be  allowed  for  the  additional  invested 
capital  contributed  or  allowed  to  remain  in  the  business  be- 
tween the  average  pre-war  date  and  the  beginning  of  the  tax- 
able year.  If  the  invested  capital  at  the  beginning  of  the  tax- 
able year  is  less  than  the  average  pre-war  capital,  the  war 
profits  credit  for  the  taxable  year  will  be  reduced  by  lo  per 
cent  thereof.  •  •..: 

Law.     Section  326  (d) The  average  invested  capital  for 

the  prewar  period  shall  be  determined  by  dividing  the  number  of 
years  within  that  period  during  the  whole  of  which  the  corporation 
was  in  existence  into  the  sum  of  the  average  invested  capital  for 
such  years. 

This  means  that  changes  in  capital  during  the  year  (by 
days)  will  be  added  to  or  deducted  from  the  capital  at  the 
beginning  of  each  pre-war  year.  After  the  average  for  each 
year  is  determined  the  total  of  the  three  averages  will  form 
the  sum  of  the  average  invested  capital. 

Assets  must  be  valued  on  the  same  basis  for  the  pre-war 
period  and  for  the  taxable  year. — 

Law.     Section  330 If  any  asset  of  the  trade  or  business 

in  existence  both  during  the  taxable  year  and  any  prewar  year  is 
included  in  the  invested  capital  for  the  taxable  year  but  is  not  in- 
cluded in  the  invested  capital  for  such  prewar  year,  or  is  valued 
on  a  different  basis  in  computing  the  invested  capital  for  the  taxable 
year  and  such  prewar  year,  respectively,  then  under  rules  and  regu- 
lations to  be  prescribed  by  the  Commissioner,  with  the  approval  of 
the  Secretary,  such  readjustments  shall  be  made  as  are  necessary  to 
place  the  computation  of  the  invested  capital  for  such  prewar  year 
on  the  basis  employed  in  determining  the  invested  capital  for  the 
taxable  year. 

Regulation.  In  any  case  in  which  as  a  result  of  a  reorganiza- 
tion or  for  any  other  reason  any  asset  in  existence  both  during  the 
taxable  year  and  any  prewar  year  is  included  in  computing  the  in- 
vested capital  for  the  taxable  year,  but  is  not  included  in  computing 
the  invested  capital  for  such  prewar  year,  or  is  valued  on  a  different 
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basis  in  computing  the  invested  capital  for  the  two  years,  the  differ- 
ence resulting  therefrom  shall  not  be  included  in  determining  the 
difference  10  per  cent  of  which  is  added  to  or  deducted  from  the  war 
profits  credit  under  section  311  (a)  (2)  of  the  statute.  In  any  such 
case  the  corporation  shall  make  the  readjustment  required  by  the 
statute,  and  shall  submit  with  its  return  a  full  statement  of  the  differ- 
ence in  such  valuations  and  of  the  facts  which  give  rise  to  such  dif- 
ference  (Art.  934.) 

When  invested  capital  and  net  income  of  pre-war  period 
need  not  be  determined. — If  the  net  income  for  the  taxable 
year  19 18  was  less  than  io  per  cent  of  the  invested  capital 
for  the  same  taxable  year  (plus  the  $3,000  exemption),  it 
was  not  necessary  to  ascertain  the  invested  capital  or  the  net 
income  for  the  pre-war  period  because  no  matter  how  large  or 
how  small  it  might  have  been  there  was  no  war  profits  tax 
to  pay  upon  the  net  income  for  the  taxable  year  19 18.  The 
credit  of  10  per  cent  for  the  taxable  year  19 18  was  at  least 
sufficient  to  eliminate  any  liability  to  the  war  profits  tax.  If 
the  net  income  for  the  taxable  year  19 18  was  more  than  8 
per  cent  (plus  the  $3,000  exemption)  and  less  than  10  per 
cent,  there  was  an  excess  profits  tax  to  pay,  in  which  case  the 
invested  capital  and  net  income  for  the  pre-war  period  had  no 
bearing  on  the  computation  of  the  tax. 

Adjustments  of  pre-war  assets. — There  were  several  items 
of  assets  which  required  adjustment  for  the  pre-war  period 
differing  from  that  for  the  taxable  year  19 18. 

Cash  surrender  value  of  life  insurance. — Life  insur- 
ance premiums  paid  on  policies  insuring  the  lives  of  officers 
are  not  deductible  expenses  under  the  19 18  law.  In  the  pre- 
war period  such  items  were  allowable  deductions.  If  the  items 
were  claimed  as  deductions  in  excise  tax  or  income  tax  returns 
the  surrender  value  of  the  policies  would  iiot  be  an  asset  in 
computing  pre-war  invested  capital. 

Plant  assets, — Revaluations  involving  appreciation  are 
not  allowable  in  the  taxable  year  nor  in  the  pre-war  period. 
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If  adjustments  have  been  made  since  the  pre-war  period  in 
depreciation,  obsolescence,  restoration  of  items  incorrectly 
charged  off,  etc.,  the  items  should  be  examined  to  see  if  any  of 
the  entries  affect  the  pre-war  accounts. 

Goodwill  and  patents. — When  purchased  for  stock  or 
shares,  goodwill,  patents  and  other  items  of  intangible  property 
are  included  as  invested  capital  for  the  taxable  year  not  in  ex- 
cess of  cash  value  at  time  of  acquirement  or  25  per  cent  of 
the  outstanding  stock.  If  the  book  value  is  in  excess  of  such 
25  per  cent  or  cash  value  it  should  be  reduced  not  only  for 
the  taxable  year  but  also  for  the  pre-war  period. 

Adjustment  of  pre-war  capital  stock  and  surplus. — 

Undivided  profits. — The  balance  of  the  undivided  profits 
account  for  each  year  should  be  carried  forward  to  the  follow- 
ing year  and  form  part  of  the  invested  capital  for  that  year. 

Adjustment  of  pre-war  liabilities  and  reserves — 

Reserves  for  taxes. — Federal  excise  taxes  paid  were  al- 
lowable deductions  during  the  pre-war  period,  but  reserves  for 
taxes  were  not.  Therefore  any  reserves  carried  as  liabilities 
should  be  included  in  invested  capital  until  taxes  were  paid. 

Dividend  reserves. — Dividends  do  not  reduce  invested 
capital  until  dates  of  payment.  Therefore  dividend  reserves 
should  be  ignored  and  payment  dates  should  be  followed. 


CHAPTER  XIII 

INVESTED  CAPITAL— AFFILIATED  COR- 
PORATIONS 

The  19 1 8  law  prescribes  that  affiliated  corporations  must 
file  consolidated  returns  but  does  not  specify  the  manner  in 
which  invested  capital  of  affiliated  corporations,  as  distin- 
guished from  separate  corporations,  shall  be  determined.  The 
intention  of  the  law  is  that  the  aggregate  invested  capital  of 
the  affiliated  group  shall  be  so  stated  that  neither  advantage 
nor  disadvantage  shall  result  to  government  or  taxpayer  be- 
cause of  conducting  business  through  a  number  of  corporate 
organizations  rather  than  through  only  one.  This  is  set  forth 
in  the  following  regulation : 

Regulation.  The  provision  of  the  statute  requiring  affiliated 
corporations  to  file  consolidated  returns  is  based  upon  the  principle 
of  levying  the  tax  according  to  the  true  net  income  and  invested 
capital  of  a  single  business  enterprise,  even  though  the  business  is 
operated  through  more  than  one  corporation.  Where  one  corpora- 
tion owns  the  capital  stock  of  another  corporation  or  other  cor- 
porations, or  where  the  stock  of  two  or  more  corporations  is  owned 
by  the  same  interests,  a  situation  results  which  is  closely  analogous 
to  that  of  a  business  maintaining  one  or  more  branch  establishments. 
In  the  latter  case,  because  of  the  direct  ownership  of  the  property, 
the  invested  capital  and  net  income  of  the  branch  form  a  part  of  the 
invested  capital  and  net  income  of  the  entire  organization.  Where 
such  branches  or  units  of  a  business  are  owned  and  controlled  through 
the  medium  of  separate  corporations,  it  is  necessary  to  require  a 
consolidated  return  in  order  that  the  invested  capital  and  net  income 
of  the  entire  group  may  be  accurately  determined.  Otherwise  oppor- 
tunity would  be  afforded  for  the  evasion  of  taxation  by  the  shifting 
of  income  through  price  fixing,  charges  for  services  and  other  means 
by  which  income  could  be  arbitrarily  assigned  to  one  or  another  unit 
of  the  group.  In  other  cases  without  a  consolidated  return  exces- 
sive taxation  might  be  imposed  as  a  result  of  purely  artificial  con- 
ditions existing  between  corporations  within  a  controlled  group 

(Art.  631.) 
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Consolidated  balance  sheets. — The  first  requisite  for  a 
proper  computation  of  invested  capital  of  affiliated  corporations 
is  the  preparation  of  an  accurate  consolidated  balance  sheet. 
In  the  process  all  intercompany  relations  must  be  carefully 
analyzed  in  order  that  the  true  capital  of  the  group  may  not 
be  improperly  increased  or  diminished.  Book  assets  or  liabil- 
ities which  do  not  represent  actual  asset  values  or  obligations 
of  the  corporations  to  the  public  must  be  eliminated.  In  the 
same  manner  if  the  affiliation  is  due  to  common  ownership  of 
the  stock  of  several  companies  (rather  than  to  the  relation  of 
parent  and  subsidiary  corporations)  the  true  measure  of  in- 
vested capital  is  that  which  would  be  the  invested  capital  if 
the  group  of  affiliated  companies  were  but  a  single  corpora- 
tion. 


Invested  capital. — 

Regulation.  The  invested  capital  of  affiliated  corporations,  as 
defined  in  section  240  (b)  of  the  statute  and  article  633,  for  the 
taxable  year  is  the  invested  capital  of  the  entire  group  treated  as 
one  unit  operated  under  a  common  control.  As  a  first  step  in  the 
computation  a  consolidated  balance  sheet  should  be  prepared  in 
accordance  with  standard  accounting  practices,  which  will  reflect  the 
actual  assets  and  liabilities  of  the  affiliated  group.  In  preparing  such 
a  balance  sheet  all  intercompany  items,  such  as  intercompany  notes 
and  accounts  receivable  and  payable,  should  be  eliminated  from  the 
assets  and  the  liabilities,  respectively,  and  proper  adjustments  should 
be  made  in  respect  of  intercompany  profits  or  losses  reflected  in  inven- 
tories which  at  the  beginning  or  end  of  the  taxable  year  contain 
merchandise  exchanged  between  the  corporations  included  in  the 
affiliated  group  at  prices  above  or  below  cost  to  the  producing  or 
original  owner  corporation.  Such  consolidated  balance  sheet  will 
then  show  (o)  the  capital  stock  of  the  parent  or  principal  company 
in  the  hands  of  the  public;  (b)  the  consolidated  surplus  belonging 
to  the  stockholders  of  the  parent  or  principal  company;  and  (c) 
the  capital  stock,  if  any,  of  subsidiary  companies  not  owned  by  the 
parent  or  principal  company,  together  with  the  surplus,  if  any,  be- 
longing to  such  minority  interest.  In  computing  consolidated  in- 
vested capital  the  starting  point  is  furnished  by  the  total  of  the 
amounts  shown  under  (a),  (b)  and  (c)  above.  This  total  must  be 
increased  or  diminished  by  any  adjustments  required  to  be  made 
....   (Art.  864.) 
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Valuation  of  assets  of  affiliated  corporations. — The  text 
dealing  with  adjustment  of  asset  values  in  Chapter  VIII  ap- 
plies in  general  to  affiliated  corporations,  but  the  following 
regulations  have  special  reference  thereto. 

Intangible  property  paid  in. — 

Regulation,  (i)  In  respect  of  corporations  whose  affiliation 
is  in  the  nature  of  parent  and  subsidiary  companies:  (a)  in  the  case 
of  intangible  property  bona  fide  paid  in  for  stock  or  shares  prior  to 
March  3,  1917,  there  may  be  included  in  invested  capital  an  amount 
not  exceeding  the  actual  cash  value  of  such  property  at  the  time 
paid  in,  or  the  par  value  of  the  stock  or  shares  issued  therefor,  or  in 
the  aggregate  25  per  cent  of  the  par  value  of  the  total  stock  or 
shares  of  the  consolidation  outstanding  on  March  3,  1917  (deter- 
mined as  indicated  in  items  (a)  and  (c)  in  article  864),  or  in  the 
aggregate  25  per  cent  of  the  par  value  of  the  total  stock  or  shares 
shown  on  the  consolidated  balance  sheet,  being  the  amount  of  the 
capital  stock  included  in  items  (o)  and  (c)  in  article  864  at  the  be- 
ginning of  the  taxable  year,  whichever  is  lowest;  and  (b)  in  the 
case  of  intangible  property  bona  fide  paid  in  for  stock  or  shares  on 
or  after  March  3,  1917,  there  may  be  included  in  invested  capital  an 
amount  not  exceeding  the  actual  cash  value  of  such  property  at  the 
time  paid  in,  or  the  par  value  of  the  stock  or  shares  issued  therefor, 
or  in  the  aggregate  25  per  cent  of  the  par  value  of  the  total  stock  or 
shares  shown  by  the  consolidated  balance  sheet,  being  the  amount  of 
the  capital  stock  included  in  items  (a)  and  (c)  in  article  864^  out- 
standing at  the  beginning  of  the  taxable  year,  whichever  is  lowest, 
(c)  When  intangible  property  has  been  acquired  in  part  before  and 
in  part  after  March  3,  1917,  the  amounts  shall  be  ascertained,  re- 
spectively, under  (a)  and  (&)  above  and  in  the  aggregate  shall  in 
no  case  exceed  25  per  cent  of  the  par  value  of  the  total  stock  or 
shares  outstanding  at  the  beginning  of  the  taxable  year  shown  in 
the  consolidated  balance  sheet,  being  the  amount  of  the  capital  stock 
included  in  items    (o)    and   (c)    in  article  864. 

(2)  In  respect  of  corporations  affiliated  by  reason  of  ownership 
by  the  same  interests,  the  limitations  set  forth  in  paragraphs  (4) 
and  (5)  of  subdivision  (a)  of  section  326  of  the  statute  shall  be 
applied  to  each  corporation  separately  and  the  aggregate  of  the  in- 
tangible property,  so  valued,  shall  be  included  in  invested  capital  in 
the  consolidated  return.  In  respect  of  each  of  the  affiliated  corpora- 
tions the  aggregate  of  the  amounts  ascertained  under  the  provisions 
of  paragraphs  (4)  and  (5)  shall  in  no  case  exceed  25  per  cent  of 
the  outstanding  capital  stock  of  such  corporation  at  the  beginning  of 
the  taxable  year.     (Art.  865.) 

*See  page  218.  S.  - 
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It  should  be  noted  that  when  intangible  assets  were  ac- 
quired before  March  3,  19 17,  the  limitation  of  25  per  cent 
applies  to  the  stock  of  the  parent  company  in  the  hands  of  the 
public,  plus  the  stock  of  affiliated  corporations  not  owned  by 
parent  company  at  March  3,  191 7,  or  the  limitation  applies 
to  the  par  value  of  the  total  stock  shown  on  consolidated  bal- 
ance sheet  at  beginning  of  taxable  year,  whichever  is  lower. 

If  intangible  assets  were  acquired  after  March  3,  191 7, 
the  limitation  applies  to  the  amount  at  the  beginning  of  the 
taxable  year  as  above  stated.  If  acquired  in  part  before 
March  3,  1917,  and  in  part  after  that  date,  the  amount  admis- 
sible is  determined  by  the  two  calculations  respectively. 

Stock  of  subsidiary  acquired  for  cash. — 

Regulation.  When  all  or  substantially  all  of  the  stock  of  a  sub- 
sidiary corporation  was  acquired  for  cash,  the  cash  so  paid  shall  be 
the  basis  to  be  used  in  determining  the  value  of  the  property  ac- 
quired.    (Art.  867.) 

'Stock  of  subsidiary  acquired  for  stock. — 

Regulation.  Where  stock  of  a  subsidiary  company  was  acquired 
with  the  stock  of  the  parent  company,  the  amount  to  be  included  in 
the  consolidated  invested  capital  in  respect  of  the  company  acquired 
shall  be  computed  in  the  same  manner  as  if  the  net  tangible  assets 
and  the  intangible  assets  had  been  acquired  instead  of  the  stock. 
If  in  accordance  with  such  acquisition  a  paid-in  surplus  is  claimed, 
such  claim  shall  be  subject  to  the  provisions  of  article  837.  (Art. 
868.) 

In  the  preliminary  edition  of  Regulations  45  it  was  pro- 
vided that 

the   amount   to   be   included   in   the  consolidated   invested 

capital  in  respect  of  the  corporation  acquired  shall  be  the  actual  cash 
value  of  the  stock  of  the  subsidiary  corporation  at  the  date  or  dates 
acquired,  measured  by  the  cash  value  of  its  net  assets  at  such  date 
or  dates  (the  cash  value  of  tangible  and  intangible  assets  being 
separately  determined),  but  limited  to  the  par  value  of  the  stock 
of  the  parent  corporation  issued  therefor. 

Corporation  A  whose  stock  was  selling  freely  at  $40  per 
share  exchanged  its  stock  for  stock  of  corporation  B  selling 
at  the  same  price  and  acquired  control  of  corporation  B.    Cor- 
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poration  B  had  intangible  assets  of  great  value  and  its  net 
earnings  were  very  large.  The  net  tangible  values  of  corpo- 
ration B  did  not  exceed  $10  per  share.  The  stockholders  of 
B,  most  of  whom  paid  $10  per  share  for  their  stock,  were  re- 
quired to  return  the  exchange  as  a  closed  transaction  and  pay 
surtax  on  a  gain  of  $30  per  share.  It  would  seem  that  in 
taking  up  the  tangible  assets  of  B  at  book  value,  corporation 
A  would  lose  the  advantage  which  it  would  have  realized  if  it 
had  sold  its  own  stock  at  $40  per  share  and  purchased  for 
cash  direct  from  the  stockholders,  the  stock  of  B. 

The  point  is  that  corporation  A,  in  effect,  is  acquiring 
patents,  goodwill,  etc.,  for  cash  because  the  government  collects 
tax  as  if  it  were  a  cash  transaction.  If  the  wording  of  the  law 
requires  corporation  A  to  reduce  the  intangible  assets  acquired 
because  of  the  general  limitation  on  intangibles,  relief  should 
be  granted  under  sections  327  and  328. 

Inadmissible  assets  of  affiliated  corporations. — 

Regulation.  Where  adjustment  is  required  in  respect  of  in- 
admissible assets  in  accordance  with  the  provisions  of  subdivision, 
(c)  of  section  326  of  the  statute,  such  adjustment  shall  be  made  on 
the  basis  of  the  consolidated  balance  sheet  with  due  regard  to  the 
adjustments  and  eliminations  set  forth  in  articles  864  and  865  and 
to  the  provisions  of  articles  815-818.     (Art.  866.) 

Chapter  IX,  on  "Inadmissible  Assets,"  applies  in  general 
to  affiliated  corporations.  For  the  purpose  of  computing  the 
deduction  for  inadmissible  assets,  the  consolidated  balance 
sheet  will,  of  course,  be  used.  It  will  not  be  necessary  to  in- 
clude stock  of  subsidiary  corporations  owned  by  the  parent 
company  as  inadmissible  assets  because  such  stock  will  have 
been  eliminated  in  the  preparation  of  the  consolidated  balance 
sheet. 

Credit  for  taxes  when  domestic  corporation  controls  for- 
eign corporation. — 

Law.  Section  240.  (c)  For  the  purposes  of  section  238  a  do- 
mestic corporation  which  owns  a  majority  of  the  voting  stock  of  a 
foreign  corporation  shall  be  deemed  to  have  paid  the  same  propor- 
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tion  of  any  income,  war-profits  and  excess-profits  taxes  paid  (but 
not  including  taxes  accrued)  by  such  foreign  corporation  during  the 
taxable  year  to  any  foreign  country  or  to  any  possession  of  the 
United  States  upon  income  derived  from  sources  without  the  United 
States,  which  the  amount  of  any  dividends  (not  deductible  under 
section  234)  received  by  such  domestic  corporation  from  such  for- 
eign corporation  during  the  taxable  year  bears  to  the  total  taxable 
income  of  such  foreign  corporation  upon  or  with  respect  to  which 
such  taxes  were  paid:  Provided,  That  in  no  such  case  shall  the 
amount  of  the  credit  for  such  taxes  exceed  the  amount  of  such  divi- 
dends (not  deductible  under  section  234)  received  by  such  domestic 
corporation  during  the  taxable  year. 

Pre-war  invested  capital. — 

Regulation.  The  invested  capital  of  affiliated  corporations  for 
the  prewar  period  shall  be  computed  on  the  same  basis  as  the  in- 
vested capital  for  the  taxable  year,  except  that  where  any  one  or 
more  of  the  corporations  included  in  the  consolidation  for  the  tax- 
able year  were  in  existence  during  the  prewar  period,  but  were  not 
then  affiliated  as  herein  defined,  then  the  average  consolidated  in- 
vested capital  for  the  prewar  period  shall  be  the  average  invested 
capital  of  the  corporations  which  were  affiliated  in  the  prewar  period 
plus  the  aggregate  of  the  average  invested  capital  of  each  of  the 
several  corporations  which  were  not  affiliated  during  the  prewar 
period (Art.  869.) 


CHAPTER  XIV 

INVESTED  CAPITAL  IN  SPECIAL  CASES 
"THE  RELIEF  SECTIONS" 

In  the  most  favorable  conditions  a  tax  based  on  capital 
values  will  cause  inequalities,  even  though  there  be  agreement 
between  taxing  authorities  and  taxpayers  as  to  the  basis  of 
determining  what  is  and  what  is  not  capital.  But  if  no  such 
agreement  is  possible  because  many  taxpayers  are  unable  to 
furnish  trustworthy  information  regarding  their  own  capital 
values,  the  government  on  its  part  cannot  lay  down  rules  for 
the  determination  of  capital  which  will  work  even  approxi- 
mate justice  in  many  cases. 

Taxpayers  frequently  are  not  at  fault  in  their  inability  to 
supply  information  which  can  readily  be  measured  by  the  yard- 
stick used  for  the  measurement  of  the  capital  of  other  tax- 
payers. Until  19 1 7  no  controlling  reason  existed  for  the 
placing  of  specific  values  upon  assets.  One  manufacturer 
might  have  written  down  the  value  of  his  plant  on  his  books 
to  $1 — and  he  was  commended  for  his  sound  and  conservative 
business  methods.  Another  manufacturer  might  reappraise  all 
his  assets  at  the  highest  possible  valuation,  appraise  his  good- 
will at  a  very  high  value  and  sell  out  to  a  corporation,  owned 
by  himself,  on  the  basis  of  the  high  values.  Such  a  man  was 
not  regarded  as  conservative,  but  neither  was  he  regarded  as 
unsound. 

Under  the  191 7  law,  literally  interpreted,  the  conservative 
man  was  penalized;  the  other  was  favored.  In  other  words, 
the  law  flew  in  the  face  of  sound  business  methods  and  placed 
a  premium  upon  overvaluations. 

The  legal  status  of  the  regulations  under  the  19 17  law  is 
an  interesting  one.  Unquestionably  the  regulations  are  more 
liberal  than  the  law  itself.     Such  being  the  case  it  is  hardly 
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probable  that  a  taxpayer  would  appeal  from  a  decision  of  the 
Commissioner,  unless  it  were  felt  that  relief  as  defined  by  the 
regulations  had  been  refused.  But  could  it  be  expected  that 
the  courts  would  follow  the  regulations,  rather  than  the  law 
itself?  Precedents  say  not.  Courts  are  supposed  to  interpret 
laws.  In  the  case  of  the  excess  profits  tax,  however,  there  is  a 
strong  chance  that  the  courts  will  follow  the  Commissioner's 
lead  as  to  the  mysterious  section  210,  and  from  there  to  the 
regulations,  and  thus  will  protect  and  confirm  every  tax- 
payer's right  to  relief  as  set  forth  in  the  regulations. 

The  19 1 8  law  has  removed  part  of  the  differential  in  favor 
of  the  overcapitalized  corporation,  but  there  will  always  re- 
main many  isolated  inequalities  which  no  law,  general  in  its 
application,  can  avoid. 

Method  of  invoking  relief  sections. — It  cannot  be  expected 
that  taxpayers  will  be  permitted  to  file  returns  in  which  is 
reflected  the  relief  which  is  claimed.  While  as  a  matter  of 
right  taxpayers  can  take  advantage  of  the  provisions  of  the 
law  which  extend  relief  under  certain  conditions,  the  deter- 
mination of  the  measure  of  relief  is  specifically  left  to  the 
Commissioner.  Therefore  returns  in  the  first  instance  must 
accord  as  nearly  as  possible  with  the  sections  of  the  law  which 
deal  with  usual  cases,  and  the  taxpayer  must  await  the  action 
of  the  Committee  of  Review  and  Appeal  and  the  Commis- 
sioner before  definite  assurance  can  be  obtained  that  the  final 
amount  of  tax  to  be  paid  will  be  no  more  than  the  taxpayer 
believes  to  be  correct. 

To  some  extent,  however,  the  taxpayer  in  19 19  was  re- 
lieved from  being  required  to  pay  the  full  amount  of  the  tax 
which  would  have  had  to  be  paid  if  his  return  were  prepared 
without  the  benefit  of  the  relief  sections.  The  law  provides 
that  if  the  tax  is  computed  without  taking  into  consideration 
the  relief  sections  and  it  amounts  to  more  than  50  per  cent  of 
the  net  income  of  the  taxpayer,  no  tax  greater  than  50  per 
cent  need  be  paid  unless  and  until  the  claim  for  relief  is  heard 
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and  determined.  This  means  that  the  first  instalment  payable 
was  approximately  14  per  cent  of  the  taxpayer's  net  income. 

It  is  to  be  noted  that  reference  is  here  made  to  the  war 
and  excess  profits  tax  and  not  to  the  income  tax.  In  addition 
to  50  per  cent  of  the  income,  taken  in  the  first  instance  as 
the  estimated  amount  of  the  excess  profits  tax,  there  must 
be  included  an  allowance  for  income  tax  on  the  balance  of  the 
total  income,  since  the  war  and  excess  profits  tax  is  a  deduc- 
tion from  net  income  before  calculating  income  tax.  Conse- 
quently for  the  calendar  year  19 19,  the  first  instalment  to  be 
paid  would  be  one-quarter  of  55  per  cent  of  the  total  net  in- 
come. If  in  1919  a  corporation  was  sure  that  its  total  tax  for 
the  calendar  year  1918  would  be  less  than  56  per  cent  of  its 
income  it  was  permissible  to  make  an  initial  payment  of  one- 
quarter  of  the  tax  as  estimated,  and  file  a  claim  for  abate- 
ment of  the  difference  between  such  payment  and  one-quarter 
of  56  per  cent. 

The  latter  procedure  was  only  followed  by  those  corpora- 
tions which  had  been  granted  relief  in  former  years,  or  when 
trustworthy  information  as  to  taxes  paid  by  competitive  con- 
cerns, etc.,  was  at  hand.  Article  913^  suggests  that  when  relief 
was  granted  under  section  210  of  the  1917  law,  the  first  instal- 
ment of  the  tax  should  be  based  on  the  constructive  capital 
allowed. 

The  foregoing  procedure  is  of  interest  in  1920  only  to 
corporations  subject  to  the  war  profits  tax  (government  con- 
tracts) because  under  the  excess  profits  tax  the  amount  pay- 
able in  any  event  would  not  amount  to  50  per  cent. 

If  the  tax,  as  computed  without  the  benefit  of  the  relief 
sections,  amounts  to  less  than  50  per  cent  of  the  net  income, 
the  tax  or  the  instalments  thereof  so  ascertained  must  be  paid, 
and  the  taxpayer  must  await  the  determination  of  his  claim 
before  knowing  whether  or  not  any  rebate  will  be  made. 

Law.  Section  328.  (b)  ....  In  cases  in  which  the  tax  is  to  be 
computed  under  this  section,  if  the  tax  as  computed  without  the  benefit 

'See  page  229. 
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of  this  section  is  less  than  50  per  centum  of  the  net  income  of  the  tax- 
payer, the  installments  shall  in  the  first  instance  be  computed  upon 
the  basis  of  such  tax;  but  if  the  tax  so  computed  is  50  per  centum  or 
more  of  the  net  income,  the  installments  shall  in  the  first  instance  be 
computed  upon  the  basis  of  a  tax  equal  to  50  per  centum  of  the  net 
income.  In  any  case,  the  actual  ratio  when  ascertained  shall  be 
used  in  determining  the  correct  amount  of  the  tax.  If  the  correct 
amount  of  the  tax  when  determined  exceeds  50  per  centum  of  the 
net  income,  any  excess  of  the  correct  installments  over  the  amounts 
actually  paid  shall  on  notice  and  demand  be  paid  together  with  in- 
terest at  the  rate  of  ^  of  i  per  centum  per  month  on  such  excess 
from  the  time  the  installment  was  due. 

It  is  expected  that  the  taxpayer  in  presenting  his  claim  for 
relief  will  not  merely  state  that  an  injustice  will  be  done  if 
he  does  not  receive  relief  under  sections  327  and  328.  The 
claim  should  be  complete  and  be  supplemented  by  evidence 
sufficient  to  enable  the  examiners  in  Washington  to  study  the 
case  on  its  merits.  If  the  case  as  submitted  is  not  deemed  to 
contain  sufficient  information  the  taxpayer  will  undoubtedly 
have  a  right  to  be  heard  in  person  or  by  attorney,  either  at  his 
own  request  or  upon  notice  that  the  papers  submitted  are  an 
insufficient  basis  for  claim.  The  provision  in  the  law  which 
protects  a  taxpayer  in  his  right  to  have  his  questions  con- 
sidered by  the  Advisory  Board  does  not  specifically  require 
the  board  to  conduct  oral  hearings.^  It  may,  however,  be 
assumed  that  the  successor  to  the  board  will  follow  the  pro- 
cedure usually  observed  by  similar  boards  which  is  to  grant 
oral  hearings. 

Statement  to  be  filed  when  relief  is  requested. — 

Regulation.  In  the  cases  specified  in  section  2)^^  of  the  statute 
the  tax  will  be  specially  determined  under  the  provisions  of  section 
328,  but  the  tax  will  not  ordinarily  be  computed  under  section  328 
merely  because  the  corporation's  form  or  manner  of  organization,  or 
the  limitations  imposed  by  section  326,  result  in  a  greater  tax  than 
would  otherwise  be  payable.  A  corporation  which  comes  within  the 
provisions  of  subdivision  (d)  of  section  327  may  make  application 
for  assessment  under  the  provisions  of  section  328,  which  applica- 
tion shall  be  attached  to  its  return  in  the  form  of  a  statement  setting 
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forth  in  full:  (a)  the  reasons  why  the  tax  should  be  so  determined; 
(b)  the  facts  upon  which  such  reasons  are  based;  (c)  an  exact  de- 
scription of  each  trade  or  business  or  important  branch  of  a  trade 
or  business  carried  on  by  it;  (d)  a  statement  of  the  invested  capital 
and  net  income  for  each  year  since  the  beginning  of  the  prewar 
period;  and  (e)  a  statement  showing  the  amount  of  gains,  profits, 
commissions  or  other  income  derived  on  a  cost  plus  basis  from  Gov- 
ernment contracts  made  after  April  5,  1917,  and  before  November 
12,  1918,  and  showing  the  per  cent  which  such  income  is  of  the  total 
income  of  the  corporation (Art.  901.) 

Determination  of  first  instalment  of  the  tax  in  special 
cases. — 

Regulation.  In  the  case  of  any  corporation,  other  than  a  for- 
eign corporation,  where  absolutely  no  data  are  available  for  the 
determination  of  the  invested  capital  for  the  taxable  year,  the  in- 
stallments of  the  tax  shall  in  the  first  instance  be  determined  upon 
the  basis  of  a  war  profits  and  excess  profits  tax  equal  to  50  per  cent 
of  the  net  income.  In  any  other  case  under  section  328  of  the  statute, 
other  than  the  case  of  a  foreign  corporation,  but  including  a  case 
where  the  invested  capital  for  the  taxable  year  can  not  be  accurately 
determined,  but  where  a  minimum  amount  of  invested  capital  as  to 
which  there  is  no  question  can  be  determined,  the  installments  shall 
in  the  first  instance  be  determined  upon  the  basis  of  a  war  profits 
and  excess  profits  tax  computed  by  using  the  minimum  invested  cap- 
ital, such  tax  not  to  exceed  an  amount  equal  to  50  per  cent  of  the 
net  income.     (Art.  912.) 

Determination  of  first  instalment  of  tax  in  the 

CASE  OF  foreign  CORPORATION. 

Regulation.  In  the  case  of  a  foreign  corporation  the  install- 
ments of  the  tax  shall  in  the  first  instance  be  determined  upon  the 
basis  of  a  war  profits  and  excess  profits  tax  computed  by  using  its 
invested  capital  for  the  taxable  year  1917,  such  tax  not  to  exceed 
an  amount  equal  to  50  per  cent  of  the  net  income.  For  the  purpose 
of  this  article  the  invested  capital  for  1917  shall  be  adjusted  for 
any  subsequent  changes  in  its  amount  due  to  cash  or  property  paid 
in  or  withdrawn  or  to  surplus  or  undivided  profits  of  prior  years 
retained  in  the  business  and  properly  attributable  to  its  business 
within  the  United  States.  If  the  tax  for  1917  was  determined  under 
section  210  of  the  Revenue  Act  of  1917,  the  constructive  capital 
which  would  result  in  a  tax  equivalent  to  the  tax  determined  under 
that  section  shall  be  used.     (Art.  913.) 


230        EXCESS  PROFITS  TAX  PROCEDURE 

Payment  of  tax  in  special  cases. — 

Regulation.  In  any  case  falling  under  the  last  two  articles 
the  instalhnents  shall  be  paid  upon  the  basis  therein  provided  until 
the  Commissioner  notifies  the  corporation  of  the  amount  of  tax 
computed  under  section  328.  The  installments  shall  then  be  re- 
computed upon  the  basis  of  a  war  profits  and  excess  profits  tax  of 
such  amount,  and  if  the  amount  already  paid  is  less  than  the  amount 
which  would  have  already  become  due  if  the  installments  had  origi- 
nally been  computed  upon  that  basis,  the  additional  amount  shall  be 
due  and  payable  ten  days  after  notice  and  demand  from  the  col- 
lector  (Art.  914.) 

Claims  for  abatement  when  relief  not  determined  at  date 
fourth  instalment  is  due. — The  following  rulings  hold  that  if 
claims  for  relief  v^ere  made  subsequent  to  the  original  re- 
turn, claims  for  abatement  must  be  filed  with  or  before  the 
payment  of  the  fourth  instalment  of  the  tax. 

Ruling.  Reference  is  made  to  your  letter  of  October  7,  1919, 
in  regard  to  the  income  tax  of  the  ....  Company.  You  state  that 
at  the  time  of  filing  its  income  tax  return  this  corporation  filed  a 
claim  for  relief  under  the  provisions  of  sections  327  and  328  of  the 
Revenue  Act  of  1918,  since  the  tax  imposed  for  that  year  was  sub- 
stantially in  excess  of  50  per -cent  of  the  net  income.  You  state 
further  that  the  corporation  has  paid  three  quarterly  installments, 
and  in  December,  1919,  will  pay  the  final  installment  of  tax  on  the 
basis  of  50  per  cent  of  the  net  income,  and  you  wish  to  know 
whether  or  not  it  should  file  a  claim  for  abatement  of  the  amount 
of  tax  in  excess  of  50  per  cent  of  the  net  income,  pending  determi- 
nation of  its  claim  for  relief. 

In  reply,  you  are  advised  that  the  corporation  should  file  with 
the  Collector  of  Internal  Revenue  for  the  district  in  which  it  is 
located  a  claim  for  abatement  on  form  47,  a  copy  of  which  is  en- 
closed, for  the  amount  of  war  profits  and  excess  profits  taxes  in 
excess  of  50  per  cent  of  the  net  income  for  the  year  1918.  (Letter 
to  Mr.  Harry  Tarbell,  Washington,  D.  C,  signed  by  J.  H.  Callan,  As- 
sistant to  the  Commissioner,  by  P.  S.  Talbert,  Head  of  Division,  and 
dated  October  15,  1919.) 

Reference  is  made  to  the  letter  of  the  Bureau,  dated  October  15, 
1919,  addressed  to  Mr.  Harry  Tarbell,  Washington,  D.  C,  relative 
to  the  filing  of  a  claim  for  abatement  where  the  amount  of  the  tax 
under  section  328  of  the  Revenue  Act  of  1918  is  not  determined 
prior  to  the  due  date  of  the  fourth  installment.  The  ruling  con- 
tained in  the  letter  to  Mr.  Tarbell,  referred  to  above,  was  based  upon 
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a  specific  case,  the  details  of  which  were  not  fully  set  forth,  and 
was  not  intended  to  establish  a  rule  of  general  application.  Where 
the  tax  computed  under  section-301  of  the  Act  is  in  excess  of  50  per 
cent  of  the  net  income  and  a  claim  is  filed  for  assessment  under  the 
provisions  of  section  328  of  the  act  and  installments  determined  and 
assessment  made  on  the  basis  of  50  per  cent  of  the  net  income,  no 
claim  for  abatement  is  required.  If  the  correct  amount  of  the  tax 
when  determined  exceeds  50  per  cent  of  the  net  income,  any  excess 
of  the  correct  installments  over  the  amounts  actually  paid  shall  on 
notice  and  demand  be  paid  together  with  interest  at  Yi  per  cent  per 
month  on  such  excess  from  the  time  the  installment  was  due.  If 
the  war  profits  and  excess  profits  taxes  as  determined  on  the  basis 
of  the  statutory  invested  capital  and  net  income  exceeded  50  per  cent 
of  the  net  income  for  the  taxable  year  and  the  installments  were 
determined  and  assessment  made  without  reference  to  section  328 
of  the  act,  but  a  claim  for  assessment  under  that  section  was  subse- 
quently filed,  the  only  way  to  avoid  payment  of  the  full  amount  as- 
sessed would  be  by  filing  a  claim  for  abatement.  "  (Letter  to  The 
Corporation  Trust  Company,  signed  by  Commissioner  Daniel  C. 
Roper,  and  dated  November  29,  1919.) 

Claims  for  relief  may  be  filed  within  five  yearsl^The  fore- 
going rulings  gave  rise  to  an  erroneous  conclusion  that  corpo- 
rations which  desired  to  seek  relief  for  the  calendar  year  1918 
under  sections  327  and  328  of  the  1918  law  were  required  to 
file  their  claims  prior  to  December  15,  1919.  There  is  no  justi- 
fication for  such  assumption  under  the  rulings  or  in  the  law. 

Taxpayers  desiring  to  make  claims  for  refunds  may  do  so 
at  any  time  within  five  years  from  the  date  when  the  return  in 
question  was  due.' 

Purpose  of  relief  sections.— As  already  stated,  a  revenue 
law  cannot  be  made  elastic  enough  to  deal  with  unusual  prob- 
lems. It  is,  however,  possible  to  delegate  to  administrative 
officers  power  to  issue  regulations  which  are  more  comprehen- 
sive than  a  law  can  be  and  further  to  delegate  to  the  same  or 
other  administrative  officers  power  to  modify  the  regulations 
when  the  circumstances  of  an  individual  case  call  for  indi- 
vidual treatment.     In  referring  to  the  so-called  relief  amend- 


'Section  252.     See  Income  Tax  Procedure,  1920,  pages  204-212. 
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ment  to  the   1918  revenue  bill  as  originally  drafted  by  the 
House,  Senator  Simmons  said  in  the  Senate : 

The  general  opinion  of  the  conferees  and  of  the  Department, 
and  I  concur  in  that  opinion,  is  that  the  amendment  as  redrafted 
broadens  rather  than  restrains  the  powers  of  the  Commissioner  in 
the  matter  of  relief  against  injustice,  inequality,  and  discrimina- 
tion  

They  [referring  to  the  business  interests  of  the  country]  may 
know  that  there  is  some  provision  here  by  which  the  Commissioner 
can  help  them  in  case  of  difficulties  of  the  kind  I  have  described,  but 
I  do  not  think  they  have  yet  come  to  realize  the  breadth  of  the  dis- 
cretion which  is  lodged  in  the  Commissioner  in  this  amendment  and 
what  it  may  be  worth  to  them  under  the  conditions  which  now  con- 
front us.* 

Law.  Section  327.  That  in  the  following  cases  the  tax  shall  be 
determined  as  provided  in  section  328: 

(a)  Where  the  Commissioner  is  unable  to  determine  the  invested 
capital  as  provided  in  section  326.^ 

This  clause  may  be  used  as  general  permission  to  apply  for 
relief  if  nojOf  of  the  particular  reasons  hereinafter  enumerated 
specifically  cover  the  inequality  of  a  particular  case. 

Statement  by  the  Commissioner. — Confirming  the  in- 
tention of  Congress  to  extend  relief  in  meritorious  cases  the 
Commissioner  made  the  following  statement  in  his  1919  report. 

"[The  law  prov'des]  an  a'ternative  method  of  tax  computation 
to  be  applied,  at  the  discretion  of  the  administrative  authority,  in 
cases  in  which  abnormal  conditions  with  respect  to  capital  or  income 
of  a  corporation  would  result  under  the  ordinary  method  of  tax  com- 
putation provided  by  the  law  in  exceptional  hardship  on  account  of 
a  tax  liability  grossly  disproportionate  to  the  tax  liability  of  other 
corporations  engaged  in  the  same  line  of  business  and  similarly  cir- 
cumstanced with  respect  to  business  operations. 

"Such  conditions  have  been  found  in  the  cases  of  business  con- 
ducted on  abnormally  small  amounts  of  invested  capital  but  large 
amounts  of  borrowed  money ;  businesses  realizing  income  arising 
out  of  intangible  assets  excluded  under  the  ordinary  items  of  income 
representing  the  reward  of  effort  carried  on  through  a  number  of 
prior  years;  and  businesses  sustaining  losses  on  account  of  amortiza- 


*February  ii,  1919,  Congressional  Record,  page  3776. 
"Section   326    defines    invested    capital,    both    tangible    and    intangible, 
and  refers  to  inadmissible  assets  and  to  borrowed  money. 
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tion,  obsolescence,  or  depreciation  of  character  not  recognized  by 
other  provisions  of  the  law. 

"The  effect  of  these  several  equitable  provisions  necessarily  was 
to  complicate  the  interpretation  and  administration  of  the  law,  be- 
cause it  became  necessary,  in  the  case  of  every  return  of  income  or 
profits,  for  the  taxpayer  to  consider  whether  special  circumstances 
warranted  the  application  of  the  relief  provisions.  On  the  other  hand, 
the  Bureau  was  under  the  necessity  of  advising  taxpayers  as  to  their 
rights  in  these  respects  and  of  reviewing  and  passing  upon  the  claims 
based  on  the  relief  provisions." 

Abnormal  conditions  may  entitle  a  taxpayer  to  relief. — 

Conditions  occur  in  almost  every  concern  which  seem  to  justify 
the  term  "abnormal"  but  most  of  these  abnormal  conditions 
result  in  a  decline  of  profits.  Abnormal  profits  occur  more 
rarely,  and  no  relief  can  be  claimed  from  the  imposition  of  the 
tax  upon  such  profits  unless  "an  exceptional  hardship"  would 
fall  upon  the  corporation,  because  of  a  "gross  disproportion" 
between  the  tax  which  would  be  imposed  by  the  other  sections 
of  the  law  and  the  rate  of  tax  paid  by  representative  corpora- 
tions in  the  same  line  of  business. 

Law.  Section  327.  (d)  Where  upon  application  by  the  corpora- 
tion the  Commissioner  finds  and  so  declares  of  record  that  the  tax  if 
determined  without  benefit  of  this  section  would,  owing  to  abnormal 
conditions  affecting  the  capital  or  income  of  the  corporation,  work 
upon  the  corporation  an  exceptional  hardship  evidenced  by  gross  dis- 
proportion between  the  tax  computed  without  benefit  of  this  section 
and  the  tax  computed  by  reference  to  the  representative  corporations 
specified  in  section  328 

Illustrations  of  ^'abnormal  conditions." — When  re- 
lief is  invoked  for  the  year  19 18  pre-war  earnings  are  an  im- 
portant factor.  In  the  spring  of  1913  (one  of  the  pre-war 
years)  a  flood  practically  submerged  Indianapolis,  Dayton 
and  other  cities  in  that  section  of  the  country,  and  earnings  of 
many  concerns  were  cut  of¥  entirely. 

During  191 7  and  19 18  large  book  profits  were  reahzed  by 
certain  corporations  from  the  enforced  sale  or  commandeering 
of  ships  or  property  useful  for  war  purposes.  These  profits 
arose  from  the  disposition  of  capital  assets. 
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Not  only  were  such  profits  abnormal  but  because  of  them 
corporations  were  prevented  from  continuing  existing  profit- 
able businesses.  In  such  cases  corporations  could  establish 
replacement  funds  but  it  was  not  always  possible  or  feasible 
to  do  so. 

Litigation  extending  over  a  period  of  years  sometimes  ter- 
minated in  191 8,  and  during  that  year  large  profits  were 
shown  which  did  not  have  the  slightest  relation  to  the  war 
period  and  were  abnormal  in  every  sense  of  the  word. 

Obviously  no  general  rule  can  be  laid  down,  because,  if 
general  rules  can  be  applied,  conditions  to  which  such  rules 
relate  are  normal,  not  abnormal.  Shortages  in  production 
usually  result  in  high  prices  and  large  profits,  hence  unusually 
large  profits  from  such  causes  cannot  be  deemed  to  be  abnor- 
mal profits. 

Claims  for  relief  under  the  "abnormal  conditions"  clause 
must  specify  particular  facts  or  transactions  not  common-  to 
the  corporation  seeking  relief  nor  to  an  industry  as  a  whole. 

Relief  for  fiscal  year  corporations. — The  191 7  and  1918 
laws  were  intended  to  apply  the  respective  rates  of  tax  to  all 
taxpayers  without  discrimination.  In  some  cases  corporations 
with  fiscal  years  ending  in  19 18  would  have  paid  less  tax  if 
their  fiscal  years  had  ended  with  the  calendar  year.  Other 
corporations  paid  less  tax  because  of  the  fact  that  the  profits 
actually  earned  in  the  part  of  their  fiscal  years  falHng  in  1918 
were  much  larger  than  the  actual  profits  earned  in  191 7,  but 
owing  to  the  statutory  method,  which  assumes  that  profits 
are  earned  ratably  over  the  whole  taxable  year,  the  19 18  earn- 
ings were  in  effect  decreased  and  the  191 7  earnings  corre- 
spondingly increased. 

It  may  be  argued  that  corporations  which  have  a  fiscal  year 
other  than  the  calendar  year  must  bear  the  burdens,  if  they 
reap  the  advantages,  incident  thereto,  but,  under  a  tax  law 
which  imposes  such  high  rates  that  relief  provisions  were 
deemed  to  be  absolutely  necessary,  the  corporation  which  is 
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unduly  penalized  should  not  be  denied  relief  because  some 
other  corporation  has  received  an  equivalent  benefit. 

In  some  cases  corporations  dealt  in  commodities  which 
were  increasing  in  price  in  December,  19 17,  and  decreasing  in 
December,  19 18,  so  that  corporations  reporting  on  a  calendar 
year  basis  had  a  great  advantage  so  far  as  federal  taxes  are 
concerned  over  fiscal  year  corporations  in  1918. 

It  would  seem  that  the  corporations  which  paid  taxes  out 
of  proportion  to  net  income,  because  of  conditions  which 
affected  them  adversely,  would  have  good  grounds  upon  which 
to  claim  relief,  provided  the  abnormal  conditions  were  not 
general  in  the  trade  or  business. 

When  competing  corporations  have  capiteilized  goodwill, 
etc. — The  strongest  argument  in  favor  of  relief  is  a  reference 
to  the  inequalities  which  would  exist  if  no  consideration  were 
given  to  the  method  of  capitalization  of  competing  concerns. 

It  may  be  alleged  that  the  law  prescribes  the  methods  of 
determining  invested  capital  and  that  goodwill,  patents,  devel- 
opment costs  and  other  items  are  not  admissible  unless  pur- 
chased and  not  merely  developed  by  the  taxpayer.  The 
answer  is  that  the  law  provided  relief  clauses  in  the  19 18  law 
(thereby  ratifying  the  extra-legal  relief  extended  in  the  ad- 
ministration of  the  19 1 7  law)  expressly  to  take  care  of  cases 
wherein  the  application  of  the  usual  computation  of  tax  would 
work  a  hardship. 

One  corporation  incorporated  in  19 16  had  capitalized  its 
goodwill,  patents  and  other  assets  at  fair  value  as  of  that  time. 
Its  only  competitor  previously  incorporated  did  not  carry  on 
its  books  any  assets,  such-  as  those  mentioned  and  had  written 
down  or  written  off  most  of  its  other  assets. 

The  net  income  of  each  corporation  in  19 18  might  be  sub- 
stantially the  same.  It  would  be  most  unfair  if  the  tax  of  one 
greatly  exceeded  the  tax  of  the  other.  The  law  definitely 
offers  relief  in  such  cases,  and  imposes  upon  the  Commissioner 
the  duty  of  extending  relief  in  all  meritorious  cases.    It  may 
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be  difficult  to  render  justice  to  all,  but  approximate  justice 
can  be  obtained  under  the  law. 

Subscription  lists,  newspaper  franchises,  etc. — Assets  of 
the  nature  of  development  or  establishment  expenses  are 
deemed  to  be  intangibles.®  When  purchased  for  cash  and  capi- 
talized, such  assets  are  fully  allowable  as  invested  capital,  but 
when  purchased  for  stock  or  written  off  on  the  books,  the  items 
are  not  fully  allowed  as  invested  capital. 

It  may  be  that  the  admissible  assets  or  invested  capital 
(as  defined  in  the  law)  of  such  a  corporation  are  purely  nom- 
inal. The  assets  may  have  large  earning  power  and  the  impo- 
sition of  a  graduated  rate  of  tax  on  such  earnings  may  work 
great  hardship. 

It  is  believed  that  relief  has  been  or  will  be  extended  to 
all  corporations  in  regard  to  which  it  can  be  shown  that  large 
expenditures  for,  or  value  of,  subscription  and  circulation 
lists,  franchises,  contracts,  etc.,  cannot  be  taken  into  considera- 
tion under  the  prescribed  methods  of  computing  invested 
capital. 

When  valuation  of  patents  is  reduced  by  1918  law. — The 

19 1 8  law  works  particular  hardship  when  a  considerable  part 
of  the  net  income  of  a  corporation  is  derived  from  the  use  of 
patents.  Under  the  191 7  law  patents  were  deemed  to  be 
tangible  property,  but  it  was  claimed  that  some  corporations 
received  undue  benefits,  and  consequently  in  the  19 18  law 
patents  are  deemed  to  be  intangible  assets  and  their  actual  cash 
value  may  be  reduced  for  computing  invested  capital  by  as 
much  as  75  per  cent. 

In  view  of  the  fact  that  there  is  a  direct  connection  be- 
tween invested  capital  and  income  from  invested  capital,  it  is 
obvious  that  any  reduction,  for  invested  capital  computation, 
in  the  value  of  the  asset  which  produces  the  income  will  work 
great  injustice  and  compel  a  taxpayer  to  pay  in  taxes  a  much 

"See  page  146. 
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greater  proportion  of  its  net  income  than  is  paid  by  other  tax- 
payers, whose  assets  happen  to  be  called  tangible. 

If  invested  capital  is  arbitrarily  reduced  below  its  actual 
value,  sufficient  cause  exists  for  a  claim  for  relief  based  on  the 
showing  that  the  net  income  is  disproportionate  to  the  allow- 
able invested  capital. 

Method  of  computing  the  tax  when  relief  is  granted. — 
When  the  Commissioner  decides  that  a  taxpayer  has  estab- 
lished his  claim  for  relief  the  tax  must  be  computed  as  follows  : 

Law.  Section  328.  (a)  In  the  cases  specified  in  section  327 
the  tax  shall  be  the  amount  which  bears  the  same  ratio  to  the  net  in- 
come of  the  taxpayer  (in  excess  of  the  specific  exemption  of  $3,000) 
for  the  taxable  year,  as  the  average  tax  of  representative  corporations 
engaged  in  a  like  or  similar  trade  or  business,  bears  to  their  average 
net  income  (in  excess  of  the  specific  exemption  of  $3,000)  for  such 
year 

If  a  taxpayer  should  sell  part  of  its  plant  in  19 18  at  a  very 
large  profit  because  of  gradual  appreciation  in  values  over  a 
period  of  years  and  if  none  of  its  competitors  earned  a  similar 
profit,  it  would  seem  to  be  fair  that  a  rate  of  tax  should  be 
imposed  on  the  abnormal  profit,  which  was  earned  without  the 
aid  of  invested  capital,  somewhat  less  than  that  imposed  on 
the  normal  profits  of  similar  businesses. 

If  another  taxpayer,  by  reason  of  the  personal  skill  and  ap- 
plication of  stockholders  who  are  active  in  the  business  should 
earn  $100,000  per  annum  upon  an  invested  capital  of  $50,000, 
whereas  its  principal  competitors  did  not  average  more  than 
30  per  cent  per  annum  upon  invested  capital  several  times 
greater,  it  would  seem  that  the  first  taxpayer  should  not  pay  a 
higher  rate  of  tax  than  its  competitors,  as  it  is  obvious  that  in 
its  case  such  personal  services  were  the  controlling  factor  in 
earning  an  abnormal  percentage  of  profit  on  capital. 

The  law  provides  that  the  Commissioner  shall  determine 
the  ratios  between  the  average  tax  and  the  average  net  income 
of  representative  corporations. 
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Law.  Section  328.  (b)  For  the  purposes  of  subdivision  (a) 
the  ratios  between  the  average  tax  and  the  average  net  income  of 
representative  corporations  shall  be  determined  by  the  Commis- 
sioner in  accordance  with  regulations  prescribed  by  him  with  the 
approval  of  the  Secretary, 

No  relief  possible  unless  earnings  of  representative  con- 
cerns show  low^er  ratio  of  earnings. — After  a  taxpayer's  claim 
for  consideration  under  section  327  has  been  granted  it  does 
not  follow  that  the  tax  as  computed  under  the  relief  sections 
will  be  any  lower  than  if  computed  under  the  other  sections. 

Law.  Section  328.  (a).  .  .  .  In  computing  the  tax  under  this  sec- 
tion the  Commissioner  shall  compare  the  taxpayer  only  with  represen- 
tative corporations  whose  invested  capital  can  be  satisfactorily  deter- 
mined under  section  326'  and  which  are,  as  nearly  as  may  be,  similarly 
circumstanced  with  respect  to  gross  income,  net  income,  profits  per 
unit  of  business  transacted  and  capital  employed,  the  amount  and  rate 
of  war  profits  or  excess  profits,  and  all  other  relevant  facts  and  cir- 
cumstances. 

It  will  be  noted  that  in  order  to  qualify  under  section  327 
the  Commissioner  must  find  other  corporations  whose  net 
capital  can  be  ascertained,  and,  having  found  them,  the  re- 
quired points  of  similarity  to  the  claimant  are  so  numerous 
that  many  taxpayers  seeking  relief  will  find  none,  because 
it  will  be  ascertained  that  other  corporations  in  the  same  line 
of  business  have  earned  the  same  or  a  greater  ratio  of  profits 
to  capital.  There  is,  however,  a  saving  clause  in  the  words 
"as  nearly  as  may  be."  Corporations  apparently  may  be  very 
similar  but  if  not  exactly  so  the  section  would  seem  to  extend 
wide  discretion  to  the  Commissioner. 

The  term  "representative  concerns"  does  not  in- 
clude A  general  average. — Taxpayers  must  not  confuse  the 
relief  sections  under  discussion  with  the  section  which  directs 
the  Commissioner  to  determine  the  pre-war  profits  of  corpora- 
tions in  all  lines  of  business." 


^Section  326  defines  invested  capital. 
*See  page  99. 
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The  compilation  Bulletin  D  issued  by  the  Treasury  does 
not  show  that  any  industry  during  the  pre-war  period  earned 
a  high  rate  of  profit  upon  invested  capital.  The  compilation 
no  doubt  took  into  consideration  insolvent  as  well  as  highly 
profitable  corporations  and  struck  a  general  average. 

For  the  purposes  of  the  relief  sections,  comparison  must 
be  made  with  "representative"  concerns. 

Regulation.  In  the  cases  specified  in  section  327  of  the  statute 
the  tax  is  to  be  computed  by  comparison  with  representative  corpora- 
tions whose  invested  capital  can  be  satisfactorily  determined  under 
section  326  and  which  are  engaged  in  a  like  or  similar  trade  or  busi- 
ness and  similarly  circumstanced.  The  provisions'  of  section  328  do 
not  permit  the  determination  of  a  general  average  for  any  trade  or 
business.  In  each  case  which  comes  under  the  provisions  of  section 
327  the  Commissioner  will  determine,  as  nearly  as  may  be,  the  group 
or  class  of  corporations  with  which  the  corporation  should  be  com- 
pared and  the  amount  which  bears  the  same  ratio  to  the  net  income 
of  the  corporation  (in  excess  of  the  specific  exemption  of  $3,000) 
for  the  taxable  year  as  the  average  tax  of  such  representative  cor- 
porations bears  to  their  average  net  income  (in  excess  of  the  specific 
exemption  of  $3,000)  for  such  year (Art.  911.) 

Earnings  of  "'representative"  concerns — How  de- 
termined.— It  is  easier  to  determine  the  average  earnings  of 
a  group  than  to  select  representative  concerns  from  the  group. 
Obviously  representative  concerns  are  those  which  most  nearly 
approach  the  conditions  of  the  corporation  with  which  com- 
parison must  be  made. 

Of  great  interest  in  this  matter  is  the  compilation  prepared 
by  the  Treasury  in  response  to  a  Senate  resolution  of  June  6, 
1 9 18,  containing  information  taken  from  "returns  of  31,500 
of  a  total  of  approximately  55,000  corporations  in  the  United 
States  which  in  the  calendar  year  191 7,  earned  15  per  cent 
or  more  on  their  capital  stock.  The  corporations  included  in 
the  list  are  believed  to  be  representative."* 

Method  of  computing  tax  when  stock  has  been  issued  for 
unsegregated  property.— It  will  be  noted  that  the  caption  at 


•See  Senate  Document  No.  259,  65th  Congress,  2nd  Session. 
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the  head  of  this  paragraph  does  not  mention  the  word  "re- 
Hef." 

It  has  been  claimed  that  many  corporations  which  issued 
their  capital  stock  for  unsegregated  totals  of  mixed  tangible 
and  intangible  property  were  unduly  benefited  by  the  191 7 
excess  profits  tax  law,  because  they  were  able  to  claim  large 
invested  capital  consisting  of  greatly  inflated  assets. 

Law.      Section    327 (c)     Where    a    mixed    aggregate    of 

tangible  property  and  intangible  property  has  been  paid  in  for  stock 

or  for  stock  and  bonds  and  the  Commissioner  is  unable  satisfactorily 
to  determine  the  respective  values  of  the  several  classes  of  property 
at  the  time  of  payment,  or  to  distinguish  the  classes  of  property  paid 
in  for  stock  and  for  bonds,  respectively; 

The  foregoing  section  provides  that  if  there  is  a  mixed 
aggregate  of  tangible  and  intangible  property  and  the  respec- 
tive values  of  each  cannot  satisfactorily  be  determined,  the 
tax  shall  be  the  same  as  that  paid  by  representative  corpora- 
tions in  the  same  business. 

It  is  generally  supposed  that  this  provision  will  increase  the 
tax  of  the  corporations  whose  returns  are  brought  within  its 
scope.  As  to  such  corporations  the  term  "relief"  section  is  a 
misnomer. 

Relief  will  not  be  granted  merely  because  corporation 
earned  a  high  rate  of  profit. — It  is  not  unusual  for  corpora- 
tions to  earn  very  high  percentages  of  profit  upon  invested 
capital.  Some  corporations  earn  from  100  to  200  per  cent  per 
annum  on  invested  capital  as  defined  for  excess  profits  tax  pur- 
poses. Under  the  unusual  conditions  of  the  past  few  years 
phenomenal  rates  of  earnings  by  industrial  corporations  have, 
comparatively  speaking,  been  the  rule  rather  than  the  excep- 
tion. If  a  corporation  has,  in  fact,  sufficient  capital  of  its  own 
or  has  means  of  securing  borrowed  money  at  a  low  rate  of  in- 
terest and  earps  a  very  high  rate  of  return  upon  its  capital, 
there  is  no  provision  in  the  law  under  which  a  claim  for  a 
lower  rate  of  tax  can  be  sustained.     On  the  contrary  the  law 
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clearly  states  that  the  benefit  of  the  relief  sections  shall  not 
apply  in  such  case. 

Law.     Section  327 (d)   ....  This  subdivision  shall  not 

apply  to  any  case  (i)  in  which  the  tax  (computed  without  benefit  of 
this  section)  is  high  merely  because  the  corporation  earned  within  the 
taxable  year  a  high  rate  of  profit  upon  a  normal  invested  capital,  .... 

Relief  will  not  be  granted  if  50  per  cent  of  gross  income 
was  from  "cost-plus"  government  contract. — Yielding  to  more 
or  less  accurate  statements  that  many  contractors  were  realiz- 
ing enormous  profits  from  government  contracts  placed  on  a 
cost-plus  basis,  under  which  the  government  financed  the  jobs 
and  the  contractors  furnished  little,  if  any,  capital,  Congress 
declined  to  admit  to  the  relief  provisions  any  corporation  when 
50  per  cent  of  its  gross  income  was  derived  from  government 
contracts  placed  on  a  cost-plus  basis.  As  the  term  government 
contract  extends  to  sub-contracts^°  it  will  be  seen  that  the  re- 
lief provisions  are  practically  withheld  from  many  corpora- 
tions which  were  engaged  directly  or  indirectly  in  war  work 
during  1918. 

The  benefits  of  section  327  shall  not  be  extended  to  any 
case — 

Law.  Section  327.  (d)  ....  (2)  in  which  50  per  centum  or 
more  of  the  gross  income  of  the  corporation  for  the  taxable  year 
(computed  under  section  233  of  Title  II)  consists  of  gains,  profits, 
commissions,  or  other  income,  derived  on  a  cost-plus  basis  from  a 
Government  contract  or  contracts  made  between  April  6,  1917,  and 
November  11,  1918,  both  dates  inclusive. 

Computation  of  tax  of  foreign  corporations. — 

Law.  Section  327.  That  in  the  following  cases  the  tax  shall  be 
determined  as  provided  in  section  328:  .... 

(b)   In  the  case  of  a   foreign  corporation; 

Section  328,  (a)  ....  In  the  case  of  a  foreign  corporation  the 
tax  shall  be  computed  without  deducting  the  specific  exemption  of 
$3,000  either  for  the  taxpayer  or  the  representative  corporations. 

Regulation.  Inasmuch  as  the  war  profits  and  excess  profits 
tax  in  the  case  of  a  foreign  corporation  is  not  based  on  the  invested 

"Section  I. 
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capital  of  the  corporation,  but  is  computed  in  accordance  with  sec- 
tion 328  of  the  statute,  the  provisions  of  section  326  and  of  articles 
831-870  have  no  application  to  foreign  corporations.  For  the  same 
reason,  when  rendering  a  return  of  income  on  form  1120  for  a  for- 
eign corporation,  no  entry  of  invested  capital  should  be  made  thereon. 
.  .  .  .  (Art.  871.) 

Special  record  to  be  kept  of  all  corporations  whose  tax  is 
computed  under  the  relief  section. — 

Law.  Section  328.  (c)  The  Commissioner  shall  keep  a  record 
of  all  cases  in  which  the  tax  is  determined  in  the  manner  prescribed 
in  subdivision  (a),  containing  the  name  and  address  of  each  tax- 
payer, the  business  in  which  engaged,  the  amount  of  invested  capital 
and  net  income  shown  by  the  return,  and  the  amount  of  invested 
capital  as  determined  under  such  subdivision.  The  Commissioner 
shall  furnish  a  copy  of  such  record  and  other  detailed  information 
with  respect  to  such  cases  when  required  by  resolution  of  either 
House  of  Congress,  without  regard  to  the  restrictions  contained  in 
section  257.^^ 


"See  Income  Tax  Procedure,  1920,  page  118.  Refers  to  returns  as 
public  records,  but  with  specific  restrictions  on  their  being  made  public. 

[Former  Procedure] 

Relief  Section  210,  1917  Law 

The  1917  law  would  have  been  grossly  inequitable  in  many  cases 
had  it  not  been  for  the  construction  placed  by  the  Commissioner  upon 
section  210  of  the  law. 

When  amount  of  "invested  capital"  cannot  be  determined  satis- 
factorily by  the  Secretary  of  the  Treasury. — 

1917  Law,  Section  210.  "That  if  the  Secretary  of  the  Treasury 
is  unable  in  any  case  satisfactorily  to  determine  the  invested  capital, 
the  amount  of  the  deduction  shall  be  the  sum  of  (i)  an  amount  equal 
to  the  same  proportion  of  the  net  income  of  the  trade  or  business 
received  during  the  taxable  year  as  the  proportion  which  the  average 
deduction  (determined  in  the  same  manner  as  provided  in  section 
two  hundred  and  three,  without  including  the  $3,000  or  $6,000  therein 
referred  to)  for  the  same  calendar  year  of  representative  corporations, 
partnerships,  and  individuals,  engaged  in  a  like  or  similar  trade  or 
business,  bears  to  the  total  net  income  of  the  trade  or  business  re- 
ceived by  such  corporations,  partnerships,  and  individuals,  plus  (2) 
in  the  case  of  a  domestic  corporation  $3,000,  and  in  the  case  of  a 
domestic  partnership  or  a  citizen  or  resident  of  the  United  States 
$6,000. 

"For  the  purpose  of  this  section  the  proportion  between  the  deduc- 
tion and  the  net  income  in  each  trade  or  business  shall  be  determined 
by  the  Commissioner  of  Internal  Revenue  in  accordance  with  regu- 
lations prescribed  by  him,  with  the  approval  of  the  Secretary  of  the 
Treasury.     In  the  case  of  a  corporation  or  partnership  which  has 
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fixed  its  own  fiscal  year,  the  proportion  determined  for  the  calendar 
year  ending  during  such  fiscal  year  shall  be  used." 

Based  on  the  foregoing  section,  regulations  were  prepared  which 
have  afforded  relief  in  many  cases  in  which  the  taxes  could  not  satis- 
factorily be  determined  under  other  sections  of  the  law. 

Regulation.  "Where,  through  defective  accounting  or  the  lack  of 
adequate  data,  it  is  impossible  accurately  to  compute  invested  capital. 

"Where  upon  application  by  a  foreign  taxpayer  the  Secretary  of 
the  Treasury  finds  that  the  expense  of  securing  the  data  necessary 
for  the  computation  of  the  invested  capital  would  be  unreasonable  in 
view  of  the  amount  of  tax  involved,  or  that  it  is  impracticable  to 
determine  either  the  'entire  invested  capital'  or  the  'entire  net  in- 
come.' 

"Where  the  invested  capital  is  seriously  disproportionate  to  the 
taxable  income.    Such  cases  may  arise  through : 

"(a)  The  realization  in  one  year  of  the  earnings  of  capital  un- 
productively  invested  through  a  period  of  years  or  of  the  fruits  of 
activities  antedating  the  taxable  year. 

"(b)  Inability  to  recognize  or  properly  allow  for  amortization, 
obsolescence,  or  exceptional  depreciation  due  to  the  present  war,  or 
to  the  necessity  in  connection  with  the  present  war  of  providing  plant 
which  will  not  be  wanted  for  the  purposes  of  the  trade  or  business 
after  the  termination  of  the  war. 

"Long-established  business  concerns  which  by  reason  of  ultra- 
conservative  accounting  or  the  form  and  manner  of  their  organiza- 
tion would,  through  the  operation  of  section  207,  be  placed  at  a 
serious  disadvantage  in  competing  with  representative  concerns  in 
a  like  or  similar  trade  or  business."     (Reg.  41,  1918,  Art.  52.) 

Method  of  computation  when  relief  was  granted. — In  order  to 
make  effective  the  relief  which  article  52  afforded,  it  was  necessary 
to  devise  a  method  of  calculation.  In  theory  the  rate  as  adjusted  was 
based  on  a  constructive  capital,  but  in  effect  the  adjustment  was  made 
by  applying  an  arbitrary  percentage  (depending  on  the  rate  paid  by 
representative  concerns)  of  the  net  income  reported. 

Regulation;  "If  the  Secretary  of  the  Treasury  is  unable  satis- 
factorily to  determine  the  invested  capital,  the  deduction  shall  be  the 
sum  of — 

"(i)  An  amount  equal  to  the  same  proportion  of  the  net  income 
of  the  trade  or  business  for  the  taxable  year  as  the  average  deduc- 
tion (determined  in  the  same  manner  as  provided  in  article  21  with- 
out including  the  $3,000  or  $6,000  therein  referred  to)  for  the  cor- 
responding calendar  year,  of  representative  corporations,  partner- 
ships, and  individuals  engaged  in  a  like  or  similar  trade  or  business, 
is  of  their  average  net  income,  plus 

"(2)  In  the  case  of  a  domestic  corporation  $3,000,  and  in  the  case 
of  a  domestic  partnership  or  a  citizen  or  resident  of  the  United  States, 
$6,000. 

"The  Commissioner  of  Internal  Revenue  in  determining  for  any 
calendar  year  the  proportion  which  the  average  deduction  of  repre- 
sentative corporations,  partnerships,  and  individuals  engaged  in  any 
particular  trade  or  business  is  of  their  average  net  income,  will  in- 
clude the  deductions  and  net  income  of  representative  corporations 
and  partnerships  for  fiscal  years  ending  during  such  calendar  year. 
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"For  the  purpose  of  applying  this  article  in  the  case  of  a  corpora- 
tion or  partnership  which  has  fixed  its  own  fiscal  year,  the  proportion 
determined  for  the  calendar  year  ending  during  such  fiscal  year  shall 
be  used. 

"In  every  case  of  a  trade  or  business  having  invested  capital  a 
return  shall  be  made  in  the  first  instance  in  accordance  with  article 
21  or  23,  but  the  taxpayer  may  submit  therewith  a  statement  of 
reasons  why  in  his  opinion  the  tax  should  be  assessed  in  accordance 
with  this  article."     (Reg.  41,  1918,  Art.  24.) 

Constructive  capital  for  application  of  rates. — 

Regulation.  "Where  the  deduction  allowed  to  a  taxpayer  is  de- 
termined under  article  24  [as  above]  the  invested  capital  for  the 
purpose  of  applying  the  rates  of  taxation  under  article  16  shall  be 
deemed  to  be  an  amount  which  bears  the  same  ratio  to  the  net  income 
of  the  trade  or  business  for  the  taxable  year  which  the  average 
invested  capital  for  the  corresponding  calendar  year  of  representative 
corporations,  partnerships,  and  individuals  engaged  in  a  like  or  simi- 
lar trade  or  business  bears  to  their  average  net  income. 

"The  Commissioner  of  Internal  Revenue  in  determining  for  any 
calendar  year  the  ratio  which  the  average  invested  capital  of  repre- 
sentative corporations,  partnerships,  and  individuals  engaged  in  any 
particular  trade  or  business  bears  to  their  average  net  income,  will 
include  the  invested  capital  and  net  income  of  representative  cor- 
porations and  partnerships  for  fiscal  years  ending  during  such  cal- 
endar year. 

"For  the  purpose  of  applying  this  article  in  the  case  of  a  corpora- 
tion or  partnership  which  has  fixed  its  own  fiscal  year,  the  ratio 
determitiied  for  the  calendar  year  ending  during  such  fiscal  year  shall 
be  used."     (Reg.  41,  1918,  Art.  18.) 

Subscription  lists,  newspaper  franchises,  etc. — If  in  fact  the  earn- 
ings of  a  corporation  were  largely  derived  from  intangible  assets 
which  could  not  be  included  in  invested  capital,  the  law  of  1917  did 
not  intend  to  impose  the  graduated  rates  of  tax  upon  the  small  or 
nominal  invested  capital.  Rather  it  was  intended  to  apply  to  such 
corporations  the  benefit  of  the  8  per  cent  rate  (section  209).  The 
regulations,  perhaps  wisely,  refused  to  extend  the  8  per  cent  rate  to 
those  corporations: 

Regulation.  "Where  the  capital  is  largely  covered  by  ....  in- 
tangible assets  built  up  or  developed  by  expenditures  which  have  been 
regularly  deducted  as  items  of  current  expense."     (Reg.  41,  1918,  Art.  74.) 

If  a  corporation  had  only  nominal  capital  and  could  not  qualify 
as  being  entitled  to  the  8  per  cent  rate,  it  had  the  right  to  claim 
relief  under  section  210. 

Relief  extended  to  individuals. —  If  an  individual  was  penalized 
because  he  owned  inadmissible  assets  purchased  with  borrowed  money 
or  if  he  suffered  other  unintentional  penalties,  the  regulations  per- 
mitted him  to  apply  for  relief  under  section  210,  and  to  be  assessed 
on  the  same  basis  as  representative  individuals  in  the  same  line  of 
business. 


I 


INVESTED  CAPITAL— RELIEF  SECTIONS  245 

[Former  Procedure — Continued] 

Ruling.  "An  individual  dealer  in  bonds  began  business  in  Janu- 
ary, 1917,  with  a  capital  of  $20,000.  He  carried  on  an  average  through 
the  year  $700,000  municipal  bonds  and  $100,000  corporate  bonds.  His 
average  indebtedness  for  the  year  vi^as  $600,000,  on  which  he  paid 
interest  amounting  to  $30,000.  His  corporate  bonds  yielded  interest 
to  the  amount  of  $5,000.  The  interest  received  from  municipal  bonds 
was  $21,000;  but  the  interest  paid  on  indebtedness  incurred  for  carry- 
ing municipals  amounted  to  $26,250,  leaving  a  deficit  of  $5,250.  The 
municipals  were  sold  at  a  loss  of  $8,000;  but  the  industrial  bonds  were 
sold  at  a  sufficient  figure  to  leave  the  dealer  net  trading  profits  for 
the  year — after  deduction  of  all  expenses  other  than  interest — of 
$48,000.  His  taxable  net  income  then  consists  of  $53,000  (trading 
profits  plus  interest  on  corporate  bonds)  less  deductible  interest  paid 
($3,750),  or  $49,250;  but  since  the  non-deductible  interest  paid  ($26,- 
250)  exceeds  the  tax-free  interest  received  ($21,000),  his  net  income 
as  computed  on  his  own  books  is  oruly  $44,000,  and  he  is,  in  eflfect, 
taxed  on  a  $5,250  loss.  May  he  include  any  part  of  the  municipal 
bonds  in  his  invested  capital? 

"No.  No  part  of  the  municipal  bonds  may  be  treated  as  admis- 
sible assets  under  article  45  inasmuch  as  a  trade  loss  and  not  a  gain 
was  sustained  from  their  sale.  Moreover,  indebtedness  upon  which 
an  interest  deduction  is  denied  cannot  be  included  in  invested  capital 
under  article  44  when  incurred  for  the  purchase  of  inadmissible 
assets.  However,  under  circumstances  such  as  those  recited  above, 
application  for  assessment  under  section  210  (article  52)  will  be 
considered."     {Excess  Profits  Tax  Primer,  1918,  question  87.) 

Determination  of  capital  under  section  210  applied  only  to  tax- 
able year  1917 — .When  there  was  difficulty  in  determining  the  capi- 
tal for  the  pre-war  period  only,  the  Treasury  held  that  the  relief 
clauses  did  not  apply.  In  any  event  the  only  effect  the  readjustment 
of  pre-war  income  and  pre-war  invested  capital  could  have  would  be 
to  alter  the  rates  of  deduction  (7  to  9  per  cent.) 

Regulation,  "(i)  Article  18  of  Regulations  41  (which  provides  for 
a  constructive  capital  for  the  purpose  of  applying  the  graduated  rates 
prescribed  by  section  201  of  the  act  of  October  3,  1917,  in  cases  in 
which  the  deduction  is  determined  under  section  210)  applies  only  to 
cases  in  which  the  Secretary  of  the  Treasury  is  unable  satisfactorily 
to  determine  the  invested  capital  for  the  taxable  year  (including  cases 
arising  under  article  52  of  Regulations  41). 

"If  the  deduction  is  so  determined  only  upon  the  ground  that  the 
Secretary  of  the  Treasury  is  unable  satisfactorily  to  determine  the 
amount  of  invested  capital  for  the  pre-war  period,  but  the  invested 
capital  for  the  taxable  year  can  be  satisfactorily  determined,  the  graduated 
rates  prescribed  by  section  201  will  be  applied  upon  the  basis  of  such 
actual  invested  capital  for  the  taxable  year  and  not  upon  the  basis  of  a 
constructive  capital. 

"(2)  If  neither  the  income  nor  the  invested  capital  for  the  pre-war 
period  can  be  satisfactorily  determined  by  the  Secretary  of  the 
Treasury  the  deduction  will  be  computed  under  section  205  (article 
23  of  Regulations  41)  if  the  invested  capital  for  the  taxable  year  can 
be  satisfactorily  determined,  but  if  such  invested  capital  for  the 
taxable  year  cannot  be  satisfactorily  determined  the  deduction  will 
be  computed  as  provided  by  section  210  (article  24  of  Regulations  41), 
(T.  D.  2683,  March  26,  19 18.) 


CHAPTER  XV 

ADJUSTMENT  OF  NET  INCOME  FOR  TAXABLE 
AND  PRE-WAR  YEARS 

Determination  of  Net  Income  for  Taxable  Year 

In  most  cases  no  adjustment  of  net  income  as  shown  by 
income  tax  statements  for  the  taxable  year  will  be  necessary. 
In  general  all  the  provisions  and  limitations  of  the  19 18  in- 
come tax  law  and  all  the  Treasury  regulations  relating  thereto 
control  the  determination  of  net  income  subject  to  the  excess 
profits  tax.    The  exceptions  will  be  explained  in  detail. 

Law.  Section  320.  (a)  That  for  the  purpose  of  this  title  the 
net  income  of  a  corporation  shall  be  ascertained  and  returned —  .... 

(3)  For  the  taxable  year  upon  the  same  basis  and  in  the  same 
manner  as  provided  for  income  tax  purposes  in  Title  II  of  this  Act. 

Interest  received. — Interest  from  United  States  3>4  per 
cent  Liberty  bonds  and  3^  per  cent  Victory  notes  is  not  tax- 
able and  should  not  appear  in  the  19 19  returns,  except  in  the 
reconciliation  in  Schedule  B. 

Interest  on  obligations  of  the  United  States  issued  after 
September  i,  191 7,  also  is  not  subject  to  the  income  tax  of 
10  per  cent  on  corporations.  The  excess  profits  tax,  however-, 
is  imposed  on  such  interest  except  for  the  interest  on  an 
amount  of  principal  not  to  exceed  $160,000.  The  maximum 
amount  exempt  for  19 19  (and  for  five  years  after  the  end  of 
the  war)  will  be  dependent  on  the  holdings  of  the  corpora- 
tion and  the  various  exemptions  thereof  under  the  several 
Liberty  bond  acts.  For  a  full  discussion  of  these  exemptions, 
see  the  chapter  on  "Interest  from  Obligations  of  the  United 
States,"  Income  Tax  Procedure,  1920,  page  419. 

Interest  paid. — All  interest  paid  is  an  allowable  deduction 
except  interest  paid  on  indebtedness  to  purchase  or  carry 
^yi  per  cent  Liberty  bonds  and  state  and  municipal  securities. 
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Dividends. — Under  the  191 7  law  dividends  received  by 
corporations  from  other  corporations  were  subject  to  the 
war  income  t-ax  of  2  per  cent,  but  under  the  19 18  law  divi- 
dends received  from  corporations  are  wholly  tax  exempt. 

Inventory  valuations. — As  the  excess  profits  tax  is  based  on 
the  income  tax  returns,  all  adjustments  of  values  of  stock-in- 
trade  must  be  made  before  the  income  tax  returns  are  pre- 
pared. No  further  adjustments  can  be  made,  so  far  as  the 
excess  profits  tax  returns  are  concerned.  If  corporations  have 
set  up  reserves  against  inventory  valuations  in  excess  of  the 
reserves  which  are  permitted  by  the  Treasury,  such  reserves 
must  not  be  deducted  from  the  inventory  values  in  determin- 
ing invested  capital.  If  shrinkages  occurred  subsequent  to 
the  end  of  the  taxable  year  1918  and  claims  were  filed  when 
returns  were  made  it  was  necessary  to  adjust  the  excess  profits 
tax  accordingly. 

Depreciation,  obsolescence  and  amortization. — The   19 18 

law  permits  full  allowances  for  declines  in  value  due  to  or- 
dinary wear  and  tear  and  in  addition  adequate  deductions 
to  cover  losses  caused  by  the  decline  in  values  which  followed 
the  end  of  the  war.  These  deductions  are  discussed  in  the 
appropriate  chapters  of  Incofne  Tax  Procedure,  1920. 

Depletion. — Under  the  19 18  law  (as  well  as  under  the 
19 1 6  and  191 7  laws)  depletion  is  an  allowable  deduction. 
Under  the  1909  law,  which  governed  the  first  two  of  the  three 
years  embraced  in  the  pre-war  period,  depletion  was  not  an 
allowable  deduction.  Therefore  a  great  advantage  accrued 
for  taxable  years  ending  in  1918  to  mining  and  similar  cor- 
porations, because  the  pre-war  net  income  as  stated  for  taxa- 
tion was  higher  than  the  actual  earnings  and  such  corporations 
are  thus  given  larger  war  profits  credits  applicable  to  the  tax- 
able year.  Under  the  191 3  law,  which  governed  the  remain- 
ing year  of  the  pre-war  period,  depletion  was  allowed  up  to 
5  per  cent  of  the  value  of  the  output  at  the  mine. 
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Depletion  not  an  allowable  deduction  from  1909  to  191 2, — 
The  Supreme  Court  of  the  United  States  held  that  the  1909 
excise  tax  law  did  not  permit  depletion  as  an  allowable  deduc- 
tion/ The  regulations  in  force  prior  to  the  decision  per- 
mitted the  deduction  of  depletion.  After  the  decision  corpora- 
tions were  supposed  to  have  their  taxes  for  the  years  1909  to 
1 9 12,  inclusive,  redetermined  and  additional  taxes  were  sup- 
posed to  be  assessed  on  account  of  the  depletion  deductions 
disallowed.  Many  reassessments  have  been  made,  but  not  all. 
The  additional  tax  was  trifling  (i  per  cent).  Therefore  any 
corporation  which  deducted  depletion  in  191 1  and  1912,  and 
has  not  been  reassessed,  is  entitled  to  pay  the  i  per  cent  tax 
thereon  and  by  so  doing  increase  its  net  income  for  the  pre- 
war period. 

In  19 1 3  the  depletion  allowance  was  limited  to  5  per  cent 
of  the  gross  value  of  the  output  at  the  mine. 

Salaries. — Salaries  to  officers,  etc.,  should  be  amply  pro- 
vided for  in  income  tax  returns. 

In  view  of  the  heavy  burden  of  the  1918  and  1919  profits 
taxes,  adequate  salaries  should  be  permitted  to  officers  of 
corporations.  The  law  specifically  permits  the  deduction  of 
reasonable  salaries.  Care  should  be  taken  to  fix  compensa- 
tion so  that  it  represents  fair  value  for  services  rendered  as 
distinguished  from  distributions  of  net  profits. 

If  salaries  are  reasonable  in  amount  they  must  be  allowed. 

Ruling.  A  corporation  in  which  most  of  the  stock  is  owned  by 
its  officers  has  in  the  past  voted  to  its  officers  only  nominal  salaries 
as  drawing  accounts.  In  computing  net  income  for  purposes  of  the 
excess  profits  tax  may  the  corporation  deduct  as  items  of  expense 
amounts  which  would  constitute  reasonable  compensation  for  the 
services  actually  rendered  by  its  officers? 

Yes,  if  a  satisfactory  explanation  is  given.  For  any  period  prior 
to  March  i,  1918,  reasonable  salaries  for  services  actually  rendered 
may  be  deducted,  even  though  the  full  amounts  had  not  been  for- 
mally voted  as  salaries  by  the  corporation.  {Excess  Profits  Tax 
Primer,  1918,  question  51.) 


^Von  Batinibach  v.  Sargent  Land  Co.,  242  U.  S.  503  (1917). 
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Adjustment  of  Net  Income  for  Pre-War  Period 

Under  the  1918  law  the  war  profits  credit  is  computed 
on  the  basis  of  the  actual  net  income  for  the  pre-war  period, 
unless  the  net  income  is  less  than  10  per  cent  of  the  average 
invested  capital  for  the  taxable  year.  The  excess  profits  credit 
is  8  per  cent,  irrespective  of  the  actual  pre-war  net  income. 

Under  the  19 17  law  the  excess  profits  credit  was  7  to  9 
per  cent,  and,  as  corporations  which  did  not  claim  more  than 
7  per  cent  were  not  required  to  state  their  pre-war  capital 
and  income,  many  corporations  did  not  make  an  accurate  cal- 
culation of  their  pre-war  income.  In  other  cases  where  the 
pre-war  net  income  was  far  in  excess  of  the  9  per  cent  maxi- 
mum exemption  a  showing  was  made  sufficient  to  sustain  the 
maximum  without  any  attempt  to  be  precise.  In  the  former 
cases  if  the  net  income  for  the  pre-war  period  was  believed  to 
be  less  than  7  per  cent  it  is  not  likely  that  any  allowable  read- 
justments of  the  accounts  would  produce  an  average  pre-war 
net  income  of  more  than  10  per  cent  of  invested  capital  for 
the  taxable  year,  and  10  per  cent  was  allowed  in  any  event 
in  the  1918  war  profits  tax  computation. 

But  if  the  net  income  in  the  pre-war  period  was  substantial- 
ly more  than  9  per  cent  it  was  of  great  importance  to  analyze 
all  the  income  and  expense  accounts  in  order  to  ascertain 
the  maximum  average  amount  of  net  income  (when  in  ex- 
cess of  10  per  cent)  which  would  be  allowed  as  a  credit  in  the 
computation  of  the  19 18  war  profits  credit. 

Law.  Section  310.  That  as  used  in  this  title  the  term  "pre-war 
period"  means  the  calendar  years  191 1,  1912,  and  1913,  or,  if  a  cor- 
poration was  not  in  existence  during  the  whole  of  such  period,  then 
as  many  of  such  years  during  the  whole  of  which  the  corporation 
was  in  existence.^ 

Section  320.  (a)  That  for  the  purpose  of  this  title  the  net  in- 
come of  a  corporation  shall  be  ascertained  and  returned — 

(i)  For  the  calendar  years  191 1  and  1912  upon  the  same  basis 
and  in  the  same  manner  as  provided  in  section  38  of  the  Act  entitled 


'[Former  Procedure]  This  provision  is  the  same  as  part  of  section 
200  of  the  1917  law  except  that  the  1917  law  also  referred  to  partnerships 
and  individuals. 


252        EXCESS  PROFITS  TAX  PROCEDURE 

"An  Act  to  provide  revenue,  equalize  duties,  and  encourage  the  in- 
dustries of  the  United  States,  and  for  other  purposes,"  approved 
August  5,  1909,  except  that  taxes  imposed  by  such  section  and  paid 
by  the  corporation  within  the  year  shall  be  included; 

(2)  For  the  calendar  year  1913  upon  the  same  basis  and  in  the 
same  manner  as  provided  in  section  II  of  the  Act  entitled  "An  Act 
to  reduce  tariff  duties  and  to  provide  revenue  for  the  Government, 
and  for  other  purposes,"  approved  October  3,  1913,  except  that  taxes 
imposed  by  section  38  of  such  Act  of  August  5,  1909,  and  paid  by 
the  corporation  within  the  year  shall  be  included,  and  except  that 
the  amounts  received  by  it  as  dividends  upon  the  stock  or  from  the 
net  earnings  of  other  corporations  subject  to  the  tax  imposed  by 
section  11  of  such  Act  of  October  3,  1913,  shall  be  deducted;  .... 

It  will  be  noted  that  the  corporation  excise  tax  returns  as 
filed  for  191 1  and  191 2  were  to  be  used  as  a  basis,  except  that 
in  order  to  equalize  the  returns  for  the  pre-war  period  and  the 
taxable  year  the  federal  taxes  actually  paid  in  191 1  and  19 12 
and  deducted  from  net  income  were  to  be  added. 

For  the  year  191 3  the  income  tax  returns  as  filed  were  to 
be  used,  except  that  federal  taxes  were  to  be  added  to  the 
amount  reported.  As  dividends  received  are  not  taxed  under 
the  19 1 8  law  it  was  necessary  to  deduct  any  dividends  included 
by  the  corporation  in  its  19 13  return. 

If  the  returns  for  191 1,  1912  and  1913  are  found  to  be 
inaccurate,  it  is  not  too  late  to  prepare  accurate  returns  for 
those  years  and  use  the  corrected  returns  as  a  basis  for  pre- 
war figures. 

Computation  of  "average"  net  income. — On  the  whole  the 
years  191 1,  1912  and  1913  were  not  prosperous  years  in  the 
United  States.  It  would  have  been  fairer  to  have  allowed  the 
taxpayer  to  make  a  selection,  as  is  allowed  under  the  English 
law.  In  many  cases  a  corporation  did  not  realize  any  net  in- 
come during  one  or  two  years  of  the  pre-war  period.  If  a  net 
loss  was  sustained  it  need  not  be  deducted  in  calculating  the 
average  net  income. 

Law.  Section  320.  (b)  The  average  net  income  for  the  pre- 
war period  shall  be  determined  by  dividing  the  number  of  years 
within  that  period  during  the  whole  of  which  the  corporation  was  in 
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existence  into  the  sum  of  the  net  income  for  such  years,  even  though 
there  may  have  been  no  net  income  for  one  or  more  of  such  years. 

Ruling.  A  corporation  had  a  net  income  of  $10,000  in  191 1, 
$8,000  in  1912,  and  a  loss  of  $2,000  in  1913.  What  is  the  "average 
amount  of  the  annual  net  income  of  the  trade  or  business  during  the 
pre-war  period"  for  the  purpose  of  determining  the  percentage  de- 
duction ? 

$6,000  ($18,000  divided  by  3).  The  loss  of  $2,000  is  disregarded 
inasmuch  as  the  income  tax  law  does  not  permit  the  loss  of  one  year 
to  affect  or  reduce  the  profit  of  another  year.  {Excess  Profits  Tax 
Primer,  1918,  question  14.) 

During  the  pre-war  period  returns  were  required  on  a  cal- 
endar year  basis,  even  though  a  corporation  did  not  close  its 
books  on  December  31.  The  result  in  many  instances  was  that 
wild  guesses  were  made  in  estimating  the  net  income  for  the 
calendar  years.  It  made  very  little  difference  so  long  as  the 
tax  rate  remained  the  same,  but  it  might  make  a  considerable 
difference  if  a  substantial  error  was  made  at  the  beginning 
or  close  of  the  pre-war  period. 

Income  of  years  191  i  and  1912. — Returns  made  under 
the  excise  tax  law  of  1909  are  to  be  used  as  a  basis.  Any  sub- 
sequent adjustments  thereof  should  be  taken  into  account. 

Dividends  were  not  taxed  under  the  1909  law  and  should 
not  have  appeared  in  the  return. 

The  federal  income  (excise)  tax  for  19 10  was  not  deducti- 
ble in  the  returns  for  that  year  as  an  accrued  expense,  and 
therefore  the  deduction  should  have  been  taken  when  paid, 
i.e.,  in  1911.  The  amount  thus  deducted  in  191 1  should  be 
added  to  the  net  income  reported  for  191 1. 

Likewise  the  191 1  tax  paid  in  1912  should  be  added  to  the 
net  income  reported  for  1912. 

Income  of  year  1913. — The  corporation  income  tax  re- 
turn for  the  year  191 3  (subject  to  corrections,  if  any)  is  to 
be  used  as  a  basis.  Dividends  received  by  corporations  were 
taxable  in  191 3.  The  aggregate  of  dividends  received  should 
be  deducted  from  the  net  income  reported.     The  excise  tax 
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paid  in  1913  for  account  of  1912  should  be  added  to  the  net 
income  reported. 

Regulation (c)   For  the  calendar  year  1913  by  adding 

(i)  the  amount  of  the  entire  net  income  shown  in  item  8  of  the  return 
made  under  section  II  of  the  Act  of  October  3,  1913,  for  the  calendar 
year  1913,  and  (2)  the  amount  of  taxes  paid  within  the  calendar  year 
1913  under  section  38  of  the  Act  of  August  5,  1909,  and  section  II 
or  IV  of  the  Act  of  October  3,  1913,  and  deducting  from  the  total 
so  obtained  the  amounts  received  during  the  calendar  year  1913  as 
dividends  upon  the  stock  or  from  the  net  earnings  of  other  corpora- 
tions, joint-stock  companies  or  associations,  or  insurance  companies, 
subject  to  the  income  tax  imposed  by  section  II  of  the  Act  of  October 
3,  1913.     (Reg.  41,  1918,  Art.  28.) 

In  a  considerable  number  of  cases,  income-tax  and  excise- 
tax  returns  for  1911,  1912  and  19 13  have  been  changed  01 
modified  by  the  action  of  the  corporations  themselves  or  by 
the  findings  of  income  tax  examiners.  The  majority  of  these 
corrections  resulted  in  the  assessment  of  an  additional  tax, 
in  which  case  the  original  net  income  reported  will  be  corre- 
spondingly increased. 

Pre-war  net  income  of  affiliated  corporations. — 

Regulation.  The  consolidated  net  income  of  affiliated  corpora- 
tions for  the  prewar  period  shall  be  the  average  consolidated  net 
income  for  the  prewar  years  of  such  of  the  several  corporations  in- 
cluded in  the  consolidation  for  the  taxable  year  as  were  affiliated 
during  the  prewar  period  plus  the  aggregate  of  the  average  net 
income  for  each  of  the  corporations  not  affiliated  during  the  prewar 
period  which  were  in  existence  during  all  of  the  prewar  period  or 
during  at  least  one  full  year  within  the  prewar  period.  The  net 
income   of   a   subsidiary   corporation   organized   during   the   prewar 

period  by  an  existing  corporation  shall  also  be  included (Art. 

802.) 


[Former  Procedure] 

Procedure  under  1917  Law 

As  many  returns  for  1917  have  not  been  examined,  it  will  be  of 
interest  to  mention  briefly  the  more  important  adjustments  of  income 
required  by  the  1917  law. 

Interest  paid. — In  the  191 7  return  interest  paid  was  not  fully  de- 
ductible  in   certain   cases.     The   amount   not   deductible   should   be 
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ascertained,  as  the  amount  of  indebtedness  represented  thereby  could 
be  added  to  the  invested  capital.  As  it  works  out,  corporations  which 
were  restricted  in  the  interest  deduction  were  fortunate  because  the 
advantage  derived  from  the  increase  in  invested  capital  (on  which 
an  exemption  of  at  least  7  per  cent  was  allowed)  more  than  offset 
the  interest  disallowed. 

In  addition  to  the  foregoing,  in  1917  there  was  a  Hmitation  on 
the  amount  of  interest  payable  on  indebtedness  incurred  for  the  pur- 
chase of  $5,000  of  Second  Liberty  bonds,  the  income  from  which  was 
wholly  exempt. 

Taxes  assessed  against  local  benefits. — Under  the  1917  laws  no 
taxes  assessed  against  local  benefits  were  deductible  even  though  the 
paymeriit  of  such  taxes  did  not  result  in  any  permanent  improvement 
to  the  property  affected  by  the  assessment. 

Dividends  received. — In  the  1917  returns  dividends  were  taxed  at 
2  per  cent  for  the  income  tax,  but  no  excess  profits  tax  was  imposed. 

Inventory  shrinkages.1 — Under  the  1917  law  inventories  could  be 
taken  at  cost  or  market,  whichever  was  the  lower,  but  no  special 
allowance  was  made  for  shrinkage  in  market  value  after  the  end  of 
the  taxable  year.  Hence,  for  the  1917  period  the  inventory  at  the 
end  of  the  year  was  valued  on  the  same  basis  as  at  the  beginning  of 
the  taxable  year  unless  the  corporation  proposed  permanently  to 
change  its  method  of  inventory  valuation.  When  a  change  was  made 
the  regulations  governing  such  cases  were  to  be  followed.  (See 
Income  Tax  Procedure,  1920,  page  296.) 

Amortization  and  obsolescence. — The  191 7  law  did  not  permit  any 
deduction  for  amortization  or  accrued  obsolescence.  It  was,  how- 
ever, permissible  to  deduct  liberal  depreciation  charges. 

Depletion  of  leaseholds. — The  regulations  issued  by  the  Treasury 
under  the  1917  law  did  not  permit  lessees  to  deduct  amortization  of 
appreciation  in  values  as  of  March  i,  1913,  but  as  the  right  fully  to 
depreciate  the  fair  value  of  leaseholds  at  March  i,  1913,  commenced 
in  1916,  amended  returns  should  be  made  for  1917  in  order  to  increase 
invested  capital  (by  the  amount  of  realized  appreciation)  and  to  claim 
deduction  for  the  increased  depletion  and  depreciation  charges. 

Determination  of  Net  Income — Individuals 
Graduated  rate. — The  proper  starting  point  for  the  computation  of 
an  individual's  net  income  subject  to  the  graduated  excess  profits 
tax*rates  was  the  1917  income  tax  return.  The  net  income  shown  in 
the  return  as  realized  from  a  business  having  invested  capital  was 
the  basis  of  assessment  subject  to  the  following  adjustments: 
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Salaries. — From  the  net  income  realized  from  his  business  an  in- 
dividual was  entitled  to  deduct  (unless  deduction  was  made  as  a  busi- 
ness expense)   a  reasonable  salary  for  his  services. 

Regulation.  "An  individual  carrying  on  a  trade  or  business  having 
an  invested  capital  may  in  computing  the  net  income  of  the  trade  or  busi- 
ness for  purposes  of  the  excess  profits  tax  deduct  a  reasonable  amount 
designated  by  him  as  salary  or  compensation  for  personal  services  actually 
rendered  by  him  in  the  conduct  of  such  trade  or  business.  In  no 
case  shall  the  amount  so  designated  be  in  excess  of  the  salaries  or 
compensation,  customarily  paid  for  similar  service  under  like  respon- 
sibilities by  corporations  or  partnerships  engaged  in  like  or  similar 
trades  or  businesses. 

"In  the  case  of  a  non-resident  alien  individual,  the  amount  shall 
be  limited  to  that  portion  of  the  salary  or  compensation  which  is  for 
services  rendered  with  respect  to  trade  or  business  carried  on  in  the 
United  States. 

"The  amount  so  designated  shall,  however,  be  included  in  comput- 
ing his  net  income  of  class  A  under  article  35  (of  the  excess  profits 
tax  regulations) ;  and  the  balance  of  the  income  from  his  trade  or 
business  shall  be  included  in  computing  his  net  income  of  class  B 
under  article  36."     (Reg.  41,  1918,  Art.  39.) 

Ruling.  "An  individual  carrying  on  a  trade  or  business  having  an 
invested  capital  may  in  computing  the  net  income  of  the  trade  or  business 
for  purposes  of  the  excess  profits  tax  deduct  a  reasonable  amount  desig- 
nated by  him  as  salary  or  compensation  for  personal  service  actually 
rendered  by  him  in  the  conduct  of  such  trade  or  business.  In  no  case 
shall  the  amount  so  designated  be  in  excess  of  the  salaries  or  com- 
pensation customarily  paid  for  similar  service  under  like  responsibilities 
by  corporations  or  partnerships  engaged  in  like  or  similar  trades  or 
businesses. 

"In  the  case  of  a  non-resident  alien  individual,  the  amount  deducted 
shall  be  limited  to  that  portion  of  the  salary  or  compensation  which  is 
for  service  rendered  with  respect  to  trade  or  business  carried  on  in  the 
United  States. 

"The  amount  so  designated  shall,  however,  be  included  in  computing 
his  net  income  of  class  A  under  article  35 ;  and  the  balance  of  the  in- 
come from  his  trade  or  business  shall  be  included  in  computing  his  net 
income  of  class  B  under  article  36. 

"Illustration : — An  individual  owns  and  runs  a  newspaper  having  an 
invested  capital  of  $50,000.  The  net  income  from  the  newspaper,  without 
making  any  allowance  for  the  salary  of  the  owner,  is  $20,000,  and,  as 
income  of  class  B,  is  subject  to  the  graduated  rates  prescribed  in  article 
16.  His  deduction,  as  provided  for  in  subdivision  (b)  of  article  21, 
would  be  $4,500  (9  per  cent  of  his  capital)  plus  $6,000,  a  total  of  $10,500. 
If,  however,  he  allows  himself  a  salary  of  $3,000,  the  net  income  from 
the  newspaper  will  be  $17,000,  and  the  deduction  of  $10,500  will  be 
applied  against  that  amount. 

"His  salary  of  $3,000  must  be  included  in  his  return  as  income  of 
class  A,  which  is  subject  to  the  8  per  cent  rate  under  article  15.  If  it 
constitutes  his  only  income  of  that  class  he  will  pay  no  tax  thereon, 
inasmuch  as  it  is  less  than  the  deduction  of  $6,000  to  which  he  is  entitled 
as  to  that  class  of  income.  But  if,  for  example,  he  receives  in  adoition 
a  salary  of  $4,000  as  president  of  the  local  bank,  his  total  net  income  of 
class  A  will  be  $7,000,  and  he  will  be  required  to  pay  a  tax  of  8  per  cent 
on  $1,000  thereof,  or  $80."  (Extract  from  letter  to  M.  Blau,  signed  by 
Commissioner  Daniel  C.  Roper,  March   14,  1918.) 


ADJUSTMENT  WITH  PRE-WAR  INCOME  257 

[Former  Procedure — Continued] 

Interest. — An  individual  cannot  lend  money  to  himself.  Interest 
on  a  proprietor's  capital  could  not  be  deducted  as  an  expense. 

Dividends. — The  aggregate  of  dividends  received  from  corpora- 
tions subject  to  the  income  tax  could  be  deducted  from  the  net  income 
assessable  for  excess  profits  tax. 

Contributions. — Section  206  provided  that  the  excess  profits  tax 
for  1917  payable  by  individuals  and  partnerships  should  be  assessed 
upon  the  basis  of  their  income  tax  returns.  It  evidently  did  not  occur 
to  the  framers  of  the  law  that  personal  income  tax  returns  include 
items  of  income  (such  as  interest  on  investments)  and  items  of  de- 
ductions (such  as  contributions,  taxes  on  residence,  etc.)  which  should 
not  appear  in.  a  return  of  net  income  subject  to  an  excess  profits  tax, 
and  this  applied  whether  an  individual  paid  at  the  8  per  cent  or 
graduated  rates. 

The  regulations  eliminated  from  the  excess  profits  tax  return  all 
items  other  than  those  incident  to  a  business  enterprise,  but  if  an 
individual  had  insisted  on  his  right  to  calculate  his  net  income  for 
excess  profits  tax  purposes  as  clearly  called  for  by  section  206,  it  is 
questionable  if  he  could  have  been  restrained  from  doing  so. 

Regulation.  "Contributions  or  gifts  for  religious,  charitable,  etc.. 
purposes  allowed  as  a  deduction  for  purposes  of  the  income  tax  under 
paragraph  'Ninth'  of  subdivision  (a)  of  section  5  of  the  Act  of  Septem- 
ber 8,  1916,  as  amended,  may,  subject  to  the  limitations  therein  contained, 
be  deducted  in  computing  the  net  income  of  the  trade  or  business  for 
purposes  of  the  excess  profits  tax  only  when  it  is  shown  to  the  satisfac- 
tion of  the  Comtnissioner  of  Internal  Revenue  that  such  contributions  or 
gifts  are  made  by  the  trade  or  business  and  not  by  the  individual  in  his 
personal  capacity."     (Reg.  41,  1918,  Art.  39.) 

Taxes. — The  law  provided  that  an  individual  should  use  his  in- 
come tax  return  as  a  base  for  the  excess  profits  tax.  In  his  return, 
taxes  on  private  residences  were  allowable  deductions.  The  regula- 
tions held  otherwise. 

Rulings.  "A  grocer  in  business  as  an  individual  nays  taxes  of 
$1,800  on  his  stock  and  store  building  and  $800  on  his  (separate)  resi- 
dence, may  he  deduct  all  of  these  taxes  in  computing  his  net  income  for 
purposes  of  the  excess  profits  tax? 

"No.  The  taxes  on  his  store  and  stock,  being  incident  to  the  busi- 
ness, may  be  deducted ;  but  the  tax  on  his  residence  is  not  deductible 
for  purposes  of  the  excess  profits  tax. 

"May  an  individual  working  on  a  salary  of  $iO,ooo  deduct  taxes  of 
$500  on  his  residence  on  the  ground  that  the  residence  is  necessary  to 
his  personal  service  business? 

"No."     (Excess  Profits  Primer,  1918,  questions  54,  55.) 

Determination  of  net  income  for  taxable  year  when  there  is  in- 
vested capital. — 

Regulation.  "The  net  income  which  is  derived  from  a  trade  or 
business  having  invested  capital    (constituting  net  income  of  class  B,  as 


258        EXCESS  PROFITS  TAX  PROCEDURE 

[Former  Procedure — Continued] 
defined  in  article  14)  shall  be  determined  for  the  taxable  year  by  adding 
the  total  net  income  from  such  sources  (or  in  the  case  of  a  non-resident 
alien  individual  the  total  net  income  from  such  sources  within  the 
United  States)  as  reported  for  income  tax  purposes  for  the  same  year 
and  deducting  therefrom  the  deduction,  if  any,  for  salary  allowed  by 
article  39,   if   such   deduction   has   not   already  been  made. 

"There  shall  be  excluded  the  amounts  received  during  the  year  upon 
the  stock  or  from  the  net  earnings  of  corporations,  joint-stock  compa- 
nies or  associations,  or  insurance  companies,  subject  to  the  income  tax 
imposed  by  Title  I  of  the  Act  of  September  8,   1916,  as  amended. 

"In  the  case,  however,  of  an  individual  dealing  in  securities  or 
otherwise  using  securities  in  trade  or  business  there  shall  be  included 
(i)  the  amount,  if  any,  received  as  interest  on  bonds  or  obligations  of 
the  United  States,  issued  after  September  24,  1917  (other  than  the  in- 
terest received  on  an  amount  of  such  bonds  or  obligations  the  aggregate 
principal  of  which  does  not  exceed  $5,000),  and  (2)  such  proportion  of 
dividends  received  upon  the  stock  of  foreign  corporations  as  is  required 
to  be  included  by  article  27. 

"Illustration : — An  individual  owns  a  farm  representing  an  invested 
capital  of  $25,000,  a  country  store  with  an  invested  capital  of  $6,000,  and 
a  flour  mill  with  an  invested  capital  of  $10,000.  His  net  income  from 
the  farm  is  $4,000,  from  the  store  $3,000,  and  from  the  mill  $3,000.  Thus 
his  total  net  income  01  class  B  is  $10,000.  His  total  invested  capital  is 
$41,000.  Assuming  that  his  deduction  is  at  the  rate  of  8  per  cent,  his 
total  deduction  will  be  $3,280  plus  $6,000,  or  $9,280,  to  be  applied  against 
his  net  income  of  $10,000  in  computing  the  tax  at  the  graduated  rates 
under  articles    16  and    17. 

"The  same  individual  allows  himself  a  salary  of  $1,000  for  working 
the  farm  and  $900  for  running  the  store,  draws  a  salary  of  $1,200  as 
president  of  the  local  bank,  and  receives  $250  in  compensation  for  per- 
sonal services  of  various  kinds,  such  as  road  work,  helping  neighbors 
in  harvest,  etc.  He  also  receives  $300  in  dividends  on  an  investment  in 
certain  stocks  and  $100  as  supervisor's  fees.  The  last  item — that  is, 
supervisor's  fees — is  exempt  under  the  law  (section  2or,  subdivision  a). 
The  $300  in  dividends  is  not  taxable,  inasmuch  as  it  is  derived  from  a 
mere  investment  not  connected  with  his  trade  or  business.  His  net  in- 
come of  class  A  will  therefore  consist  of  his  salaries  and  his  compensa- 
tion for  personal  service,  a  total  of  $3,350.  Since  he  is  entitled  to  a 
deduction  of  $6,000  as  to  this  class  of  income,  he  will  have  no  tax  to 
pay  at  the  8  per  cent  rate  under  article  15."     (Reg.  41,  1918,  Art.  36.) 

Consolidated  return. — 

Ruling.  "I  conduct  two  entirely  separate  businesses,  both  employ- 
ing invested  capital.  Should  I  make  a  combined  return  for  the  two 
businesses,  or  a  separate  return   for  each  business? 

"You  should  make  one  return  covering  the  two  businesses."  (Excess 
Profits  Tax  Primer,  1918,  question  ^^.) 

Pre-war  income. — An  individual  subject  to  the  graduated  rates  of 
taxes,  desiring  to  ascertain  his  average  net  income  for  the  three  pre- 
war years  used  as  a  starting  point  the  amount  of  net  income  shown 
by  his  business  books  for  those  years. 

It  was  not  sufficient  to  use  the  net  profit  as  shown  by  the  profit 
and  loss  account.  The  various  book  accounts  representing  gross  in- 
come and  deductions  had  to  be  analyzed  and  a  draft  form  of  income 
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tax  return  had  to  be  prepared  therefrom.  Suggestions  in  regard  to 
the  treatment  of  salaries,  dividends,  etc.,  which  will  be  found  on 
pages  256  and  257  apply  to  the  pre-war  period  as  well  as  to  the 
taxable  year,  as  the  basis  is  the   same. 

The  determination  of  the  net  income  of  individuals  and  partner- 
ships for  the  years  191 1  and  1912  "upon  the  same  basis  and  in  the 
same  manner"  (section  206)  as  for  the  taxable  year  involved  a  con- 
siderable amount  of  work  because  no  income  tax  law  was  in  force 
during  191 1  and  1912.  Even  when  the  estimated  average  for  the  pre- 
war period  was  near  7  per  cent  and  not  well  over  9  per  cent,  the 
work  incident  to  making  out  the  best  legitimate  showing  was  often 
profitable  to  the  taxpayer. 

Determination    of    net    income    for    the    pre-war    period    where 

THERE   IS    invested  CAPITAL. — 

Regulations.  "The  net  income  which  is  derived  from  a  trade  or 
business  having  invested  capital  (constituting  net  income  of  class  B  as 
defined  in  article  14)  shall  be  determined  for  each  of  the  calendar  years 
191 1,  1912,  and  1913  upon  the  same  basis  and  in  the  same  manner  as 
provided  in  article  36. 

If  DEDUCTION  IS  MADE  UNDER  ARTICLE  39  CORRESPONDING  DEDUCTION 
MUST  ALSO  BE   MADE   FOR  PRE-WAR   PERIOD. — 

"If,  in.  computing  net  income  for  purposes  of  the  excess  profits 
tax,  an  individual  deducts  a  reasonable  amount  designated  as  salary 
or  compensation  for  personal  services  rendered  by  himself,  as  allowed 
by  article  39,  he  must  also  in  computing  net  income  for  the  pre-war 
period,    make    a    corresponding    deduction."      (Reg.    41,    1918,    Art.    40.) 

"This  does  not  mean  a  salary  'in  the  same  amount  as  for  the 
taxable  year,  but  a  reasonable  amount.' "  (Extract  from  letter  to 
M.   Blau,   signed   by    Commissioner    Roper,    March    14,    1918.) 

Determination  of  Net  Income — Partnerships. 

Under  the  several  income  tax  laws  partnerships  were  not  re- 
quired to  make  returns  of  their  net  income  unless  specifically  re- 
quested to  do  so  by  the  Commissioner  of  Internal  Revenue.  Under 
the  excess  profits  tax  law,  however,  they  were  required  to  prepare 
excess  profits  tax  returns  (form  1102),  and  in  addition,  form  1065, 
"Partnership  income  return  for  taxable  year  1917,"  containing  the 
following  instructions: 

"Every  domestic  partnership  having  a  net  income  of  $6,000  or 
more,  without  deducting  salaries  or  interest  paid  to  partners  .... 
and  every  foreign  partnership  having  a  net  income  of  $3,000  or  over 
from  sources  within,  the  United  States,  is  required  to  make  a  return  on 
this  form,  unless  it  carries  on  or  does  the  saine  kind  of  business  as 
corporations  that  are  exempt  from  income  tax  under  section  11  of 
Title  I  of  the  Act  of  September  8,  1916 " 

Starting  with  the  net  profit  shown  by  the  partnership  books,  the 
following  adjustments  could  be  made: 
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No  double  tax  on  partners. — In  order  to  remove  any  doubt  about 
double  taxation  of  partners  on  their  shares  of  partnership  profits, 
T.  D.  2612  (December  20,  1917)  ruled  definitely  that  such  was  not 
the  intention  of  the  law: 

Regulation.  "A  partner  in  his  individual  capacity  will  not  be  com- 
sidered  as  engaged  in  trade  or  business  with  respect  to  his  share  in  the 
profits  of  the  partnership,  and  consequently  will  not  be  subject  to 
excess  profits  tax  thereon.  He  is,  however,  subject  to  the  excess 
profits  tax,  if  any,  at  the  8  per  cent  rate  under  section  209  with  respect 
to  any  salary  or  compensation  from  the  partnership  for  personal 
services  (including  any  amount  allowed  to  the  partnership  as  a  de- 
duction for  the  period  prior  to  March  i,  1918)." 

Ruling.  "A  partnership  engaged  in  the  practice  of  law  has  a  net 
income  of  $15,000.  One  partner  draws  a  salary  of  $3,000  and  the  other 
$6,000,  leaving  $6,000  net  for  the  partnership.  The  deduction  for  the 
partnership  is  $6,000,  leaving  no  tax  to  be  paid.  The  $6,000  profits, 
however,  is  paid  to  the  partner  drawing  the  $6,000  salary.  Does  he 
pay  excess  profits  tax  on  the  basis  of  an  income  of  $12,000? 

"No.  He  has  a  $6,000  deduction  which  covers  his  salary,  and  the 
$6,000  received  in  the  form  of  partnership  profits  is  not  taxable  to 
the  individual  partner  under  the  excess  profits  tax  law.  In  the  above 
case,  neither  the  partnership  nor  the  individual  partners  will  have 
any  excess  profits  tax  to  pay."  (Excess  Profits  Tax  Primer,  1918, 
question  66.) 

Net  income — taxable  year. —    - 

Regulations.  "The  net  income  of  a  partnership  for  the  taxable  year 
shall  be  determined  by  adding  the  amount  of  its  entire  net  income  (or 
in  the  case  of  a  foreign  partnership,  its  entire  net  income  from  sources 
within  the  United  States)  ascertained  upon  the  same  basis  and  in  the 
same  manner  as  provided  with  respect  to  individuals  for  income  tax  pur- 
poses by  Title  I  of  the  Act  of  September  8,  1916,  as  amended  (income  tax 
regulations,  article  30),  including  the  amounts,  if  any,  received  during 
the  year  as  interest  on  bonds  or  other  obligations  of  the  United  States 
issued  after  September  24,  1917  (other  than  the  interest  on  an  amount  of 
such  bonds  or  obligations,  the  aggregate  principal  of  which  does  not  ex- 
ceed $5,000),  and  deducting  therefrom — 

Deductions — dividends. — 

"(i)  The  amounts  received  during  the  taxable  year  as  dividends 
upon  the  stock  or  from  the  net  earnings  of  corporations,  joint-stock 
companies  or  associations,  or  insurance  companies,  subject  to  the 
income  tax  imposed  by  Title  I  of  the  Act  of  September  8,  1916,  as 
amended,  except  as  otherwise  provided  in  article  27;  and 

Deductions — salaries  and  interest. — 

"(2)  The  deductions,  if  any,  for  salaries  or  interest  allowed  by  arti- 
'cles  32  and  S3<  if  such  deductions  have  not  already  been  made."     (Reg. 
41,  1918,  Art.  30.) 

The  exigencies  of  excess  profits  taxation  made  it  necessary  in 
1917  to  assign  salaries,  more  or  less  arbitrarily,  to  partners  and  to  sole 
proprietors.  Serious  inequalities  would  otherwise  result.  Now  since 
the  excess  profits  tax  no  longer  applies  to  individuals  and  partner- 
ships, the   same   reasoni  does   not  exist   for  entering  salaries   of  sole 
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proprietors  and  partners  in  the  business  books  as  a  business  expense. 
The  rulings  on  this  practice  follow: 

Regulations.  "In  computing  net  income  for  purposes  of  the  excess 
profits  tax  a  partnership  will  be  allowed  to  deduct  as  an  expense  rea- 
sonable salaries  or  compensation  paid  to  individual  partners  for  per- 
sonal services  actually  rendered  during  the  taxable  year,  if  the  pay- 
ments are  made  in  accordance  with  prior  agreements  and  are  prop- 
erly recorded  on  the  books  of  the  partnership.  In  no  case  shall  the 
salaries  or  compensation  so  deducted  be  in  excess  of  salaries  or  com- 
pensation customarily  paid  for  similar  services  under  like  responsibili- 
ties by  corporations  engaged  in  like  or  similar  trades  or  businesses. 

"With  respect  to  any  period  prior  to  March  i,  1918,  regardless 
of  whether  a  previous  agreement  has  been  made  as  to  salaries  or  com- 
pensation a  similar  deduction  will  be  allowed  for  services  actually 
rendered. 

"In  case  of  a  foreign  partnership  the  deduction  shall  be  limited  to 
those  portions  of  salaries  or  compensation  which  are  paid  for  serv- 
ices rendered  with  respect  to  trade  or  business  carried  on  in  the 
United  States. 

"A  partner  in  his  individual  capacity  is,  however,  subject  to  the 
excess  profits  tax,  if  any,  at  the  8  per  cent  rate  under  article  15  (of 
the  excess  profits  tax  regulations)  (there  is  no  excess  profits  tax  on 
salaries  under  the  1918  law)  with  respect  to  any  salary  or  com- 
pensation from  the  partnership  for  personal  services  (including  any 
amounts  allowed  to  the  partnership  as  a  deduction  for  the  period 
prior  to  March  i,  1918)."     (Reg.  41,  1918,  Art.  32.) 

Definition  of  trade  or  business. — 

"In  the  case  of  a  corporation  or  partnership  all  income  from  what- 
ever source  derived  is  deemed  to  be  received  from  its  trade  or  busi- 
ness, and  the  terms  'trade,'  'business,'  and  'trade  or  business'  include 
all  sources  of  income."     (Reg.  41,   1918,  Art.  7.) 

Interest  paid  on  loans  from  partners. — The  author  does  not  be- 
lieve that  it  was  an  advantage  for  a  partnership  to  charge  interest  on 
partners'  so-called  loans  as  an  expense  of  the  business.  But  if  it  was 
considered  advisable  to  do  so,  the  regulations  pointed  the  way: 

Regulation.  "In  computing  net  income  for  purposes  of  the  ex- 
cess profits  tax  a  partnership  will  be  allowed  to  deduct  amounts  paid 
during  the  year  to  an  individual  partner  as  interest  upon  any  bona 
fide  loan,  but  no  deduction  for  so-called  interest  upon  capital  will  be 
allowed."      (Reg.  41,   1918,   Art.   33.) 

Ruling.  "Two  partners  invested  $4,000  each,  with  the  understand- 
ing that  the  partnership  would  pay  them  8  per  cent  on  this  amount 
before  distributing  any  other  profits.  Should  the  partnership  deduct 
as  expense  the  $640  so  paid? 

"No.  It  is  a  division,  of  profits.  However,  if  the  notes  of  the 
partnership  were  issued  for  money  actually  loaned  by  the  partners, 
the  interest  would  be  deductible  but  the  amount  of  the  loan  could 
not  be  included  in  the  invested  capital."  (^Excess  Profits  Tax  Primer, 
1918,  question  60.) 

Income  from  securities  contributed  to  partnership. — When  part- 
ners had  turned  over  securities  as  part  of  their  contributions  to  firm 
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capital  and  the  value  of  the  securities  was  carried  as  part  of  the  firm's 
invested  capital,  the  income  from  the  securities  had  to  be  included 
in  the  firm's  income. 

If  Liberty  bonds  had  been  contributed  the  interest  had  to  be 
reported  in  order  that  the  excess  profits  tax  could  be  collected 
thereon.  The  rule  that  interest  on  tax-free  or  partly  tax-free  bonds 
could  be  reported  separately  by  partners  and  be  subject  only  to  the 
surtaxes  did  not  apply  if  the  bonds  had  been  used  as  part  of  the 
firm's  invested  capital. 

If  the  interest  was  omitted  from  the  firm's  income  the  bonds 
would  have  to  be  omitted  from  the  firm's  invested  capital. 

Certain  exemptions  under  the  Fourth  Liberty  Loan  Act  would 
have  applied  to  partnership  income  for  the  year  1918  if  the  excess 
profits  tax  had  been  imposed  upon  partnerships.  A  ruling  relative 
thereto  is  inserted  here  as  a  matter  of  historical  interest  only. 

Ruling.  "When  the  income  of  a  partnership  is  taxable  to  the 
partnership  as  such,  as  under  the  present  excess  profits  tax  law,  the 
partnership  is  treated  as  the  owner  of  the  bonds  held  by  it  and  en- 
titled to  exemption  from  taxes  assessed  upon  the  income  of  the  part- 
nership as  such. 

"With  reference  to  a  tax  assessed  to  the  partnership  upon  the 
partnership  income  as  a  whole,  such  partnership  is  the  original  sub- 
scriber and  entitled  to  the  collateral  exemption  of  interest  on  bonds  of 
previous  issues,  on  account  of  such  original  subscription  for  bonds  of 
the  Fourth  Liberty  Lean."     (T.  D.  2762,  October  18,  1918.) 

Pre-war  period. — The  average  net  income  of  partnerships  for 
the  years  191 1,  1912  and  1913  could  be  determined  by  reference  to 
the  books  of  account.  The  aggregate  of  the  distributive  shares  of 
partners  as  credited  to  the  partners'  accounts  in  those  years  should 
have  represented  the  ann.ual  net  income  of  the  partnership.  This 
amount  could  be  used  as  a  starting  point.  It  was  necessary  to  analyze 
the  items  entering  into  the  profit  and  loss  account  in  order  that  the 
book  net  income  might  be  adjusted  to  correspond  with  the  net  tax- 
able income  as  defined  by  the  1916  law,  amended  by  the  1917  law. 

It  was  important  to  analyze  the  invested  capital  and  net  income 
of  the  pre-war  period  whenever  the  rate  of  profit  as  shown  by  the 
books  appeared  to  be  less  than  9  per  cent. 

For  suggestions  as  to  adjustments  and  procedure  required  to 
secure  a  higher  rate  of  deduction  than  that  shown  by  the  books,  see 
page  258. 

Salaries  and  interest — Pre-war  period. — 

Regulation.  "If,  in  computing  net  income  for  purposes  of  the  excess 
profits  tax,  a  partnership  makes  a  deduction  as  allowed  by  article  32  for 
salaries  paid  to  partners  during  the  taxable  year,  it  must  also  in  com- 
puting net  income  for  the  pre-war  period  make  a  corresponding  deduc- 
tion;  and  if  it  makes  such  a  deduction  as  allowed  by  article  33  for  interest 
paid  to  partners,  it  must  also  in  computing  the  net  income  for  the  pre- 
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war  period  make  a  corresponding  deduction  for  any  such  interest  actually 
paid  during  that  period."     (Reg.  41,   1918,  Art.  34.) 

Returns  for  fiscal  year  acceptable. — 

Ruling.  "Receipt  is  acknowledged  of  your  letter  of  February  7,  1918,. 
which  reads  as  follows:  'A  firm  of  New  York  stock  brokers  have 
adopted  a  fiscal  year  ending  May  i,  and  propose  to  render  their  excess 
profits  tax  return  on  the  basis  of  such  fiscal  year.  May  this  firm, 
in  ascertaining  the  profits  for  the  pre-war  period,  use  the  fiscal 
years  ending  May  i,  1911,  May  i,  1912,  and  May  i,  1913,  or  the  fiscal 
years  ending  May  i,  1912,  May  i,  1913,  and  May  i,  1914?  Unless 
they  are  permitted  to  do  this,  it  will  practically  require  a  reconstruc- 
tion of  their  books.' 

"In  reply  you  are  advised  that  under  article  6,  Regulations  41, 
relative  to  the  excess  profits  tax  imposed  by  the  war  revenue  act, 
approved  October  3,  1917,  the  pre-war  period  means  the  calendar 
j'ears  1911,  1912  and  1913. 

"However,  in  those  cases  where  the  taxpayer  had  established  a 
fiscal  year  in  effect  during  the  pre-war  period,  it  will  be  permissible 
in  ascertaining  the  amount  of  the  capital  invested  and  the  percentage 
of  profit,  to  prorate  the  amounts  pertaining  to  the  respective  fiscal 
years  in  arriving  at  the  amounts  applicable  to  the  calendar  years. 
For  example,  where  the  fiscal  year  terminated  on  April  30,  1911,  as 
in  the  above  case,  the  amount  of  invested  capital  and  percentage 
of  profit  would  be  four-twelfths  of  the  amount  for  the  fiscal  year 
ending  on  that  date,  and  eight-twelfths  of  the  amount  for  the  suc- 
ceeding fiscal  year,  and  the  same  method  should  be  continued  to 
cover  the  entire  pre-war  period."  (Letter  to  Wollman  8i  Wollman, 
New  York,  N.  Y.,  signed  by  Deputy  Commissioner  L.  F.  Speer,  and 
dated  February  26,  1918.) 

When  a  return  of  information  as  to  the  invested  capital  an<j  net 
income  for  the  pre-war  period  will  not  be  required. — 

Regulation.  "For  the  purposes  of  the  excess  profits  tax,  a  return 
of  information  with  respect  to  the  invested  capital  and  net  income 
for  the  pre-war  period  will  not  be  required  of  a  corporation,  partner- 
ship, or  individual  in  the  following  cases: 

"(i)  If  the  taxpayer  accepts  the  minimum  percentage,  viz.,  7  per 
cent,  as  the  percentage  to  be  used  in  computing  the  deduction  under 
article  21;  or 

"(2)  If  the  trade  or  business  is  taxable  only  at  the  8  per  cent  rate 
under  article  15. 

This  article  must  not  be  construed  as  not  requiring  a  return  of 
information  as  to  all  facts  which  may  be  necessary  for  the  ascertain- 
ment of  the  capital  and  income  for  the  taxable  year  whenever  such  a 
return  is  required  by  the  Commissioner  of  Internal  Revenue."  (Reg. 
41.  1918.  Art.  75.) 


CHAPTER  XVI 

REORGANIZATIONS 

The  restrictions  against  revaluations  which  applied  under 
the  191 7  law  to  reorganizations,  etc.,  after  March  3,  1917,  did 
not  apply  to  reorganizations  before  that  date.  Under  the  191 7 
law  corporations  organized  prior  to  March  3,  19 17,  which 
were  substantially  continuations  of  old  businesses  might  have 
recapitalized  on  an  inflated  basis  by  overvaluing  goodwill  or 
tangible  assets  or  might  have  issued  capital  stock  against  ap- 
preciation of  fixed  assets  which  were  revalued  upon  a  basis 
much  higher  than  cost.  Nevertheless,  if  the  new  corporations 
started  business  before  March  3,  191 7,  it  must  be  presumed 
that  they  could  not  have  been  guilty  of  an  attempt  to  evade  a 
tax  based  on  property  values. 

Prior  to  March  3,  191 7,  there  was  no  federal  law  imposing 
a  tax  on  property  values  (except  the  corporation  excise  tax 
law* which  has  no  bearing  on  the  excess  profits  tax).  If  new 
corporations  can  sustain  book  values  set  up  to  represent  assets 
acquired  by  purchase  or  gift,  they  will  be  able  to  include  such 
book  values  in  their  invested  capital,  even  though  the  assets 
are  obviously  carried  at  values  in  excess  of  cost  to  the  vendors 
or  donors  to  the  new  corporation.  The  one  important  condi- 
tion is  that,  if  there  is  a  claim  that  the  assets  acquired  exceeded 
the  par  value  of  the  stock  or  cash  paid  therefor  and  the  excess 
above  such  payments  is  set  up  as  paid-in  surplus,  proof  sat- 
isfactory to  the  Commissioner  must  be  submitted  to  sustain  the 
claim.^ 

Reorganizations  prior  to  March  3,  1917. — The  1918  law 

provides  that  when  a  reorganization  or  change  of  ownership 
has  taken  place  since  January  i,  191 1,  the  net  income  and  in- 


'For  regulations,  etc.,  as  to  paid-in  surplus,  see  page  125. 
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vested  capital  of  the  predecessor  business  (individual,  partner- 
ship or  corporation)  shall  be  deemed  to  be  the  pre-war  net  in- 
come and  invested  capital  of  the  new  corporation. 

Law.  Section  330.  That  in  the  case  of  the  reorganization,  con- 
solidation, or  change  of  ownership  after  January  i,  191 1,  of  a  trade 
or  business  now  carried  on  by  a  corporation,  the  corporation  shall 
for  the  purposes  of  this  title  be  deemed  to  have  been  in  existence 
prior  to  that  date,  and  the  net  income  and  invested  capital  of  such 
predecessor  trade  or  business  for  all  or  any  part  of  the  prewar 
period  prior  to  the  organization  of  the  corporation  now  carrying 
on  such  trade  or  business  shall  be  deemed  to  have  been  the  net  in- 
come and  invested  capital  of  such  corporation. 

Regulation.  The  first  two  paragraphs  of  section  330  of  the 
statute   relate   only   to  the   prewar   period   and  not  to   the   invested 

capital  or  net  income  for  the  taxable  year.     Under  their  provisions  li. 

in  the  case  of  a  reorganization,  consolidation  or  change  of  owner-  0 

ship,  the  corporation  is  regarded  as  having  been  in  existence  prior  ^ 

to  the  date  of  such  reorganization,  consolidation  or  change  in  owner-  ^ 

ship,  and  the  net  income  and  invested  capital  of  the  predecessor  trade  0^ 

or  business  for  all  or  any  part  of  the  prewar  period  prior  to  the  UJ 

organization  of  the  present  corporation  are  deemed  to  have  been  the  ^ 

net  income  and  invested  capital  of  such  corporation.     (Art.  931.)  Jp 

If  the  new  corporation  paid  more  for  the  assets  of  the  old  ^ 

business  than  the  valuation  of  such  assets  by  the  former  own- 
ers, the  valuation  by  the  new  corporation  would  not  be  af- 
fected, except  that  if  patents  or  goodwill  were  acquired  the 
limitation  of  25  per  cent  would  apply. ^ 

In  the  191 7  law  the  limit  on  goodwill  purchased  for  stock 
prior  to  March  3,  191 7,  was  20  per  cent,  but  patents  were  not 
included  in  the  limitation. 

Value  of  assets  owned  in  taxable  year  must  be  ad- 
justed   TO    SAME    basis    IN    PRE-WAR    YEARS. The    followiug 

section  provides  for  uniformity  in  determining  invested  capital 
for  the  taxable  year  and  the  pre-war  period  respectively.  The 
result  is  accomplished  by  making  the  adjustments  in  the  pre- 
war period,  and  not  by  changing  the  invested  capital  of  the 
taxable  year. 


'Section  326  (a-4). 
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Law.     Section  330 If  any  asset  of  the  trade  or  business 

in  existence  both  during  the  taxable  year  and  any  prewar  year  is 
inchided  in  the  invested  capital  for  the  taxable  year  but  is  not  in- 
cluded in  the  invested  capital  for  such  prewar  year,  or  is  valued  on 
a  different  basis  in  computing  the  invested  capital  for  the  taxable 
year  and  such  prewar  year,  respectively,  then  under  rules  and  regu- 
lations to  be  prescribed  by  the  Commissioner  with  the  approval  of  the 
Secretary  such  readjustments  shall  be  made  as  are  necessary  to 
place  the  computation  of  the  invested  capital  for  such  pre-war  year 
on  the  basis  employed  in  determining  the  invested  capital  for  the 
taxable  year. 

When  corporation  is  successor  to  individual  or  part- 
nership.— When  the  predecessor  business  (in  case  of  reorgan- 
ization, etc.)  has  been  carried  on  by  an  individual  or  partner- 
ship and  net  income  and  invested  capital  are  to  be  used  by  the 
successor  corporation  it  will  be  necessary  to  restate  the  ac- 
counts of  the  individual  or  partnership  to  conform  so  far  as 
may  be  practicable  to  corporate  returns. 

Law.  Section  330.  .  .  .  .  If  such  predecessor  trade  or  business 
was  carried  on  by  a  partnership  or  individual  the  net  income  for  the 
prewar  period  shall,  under  regulations  prescribed  by  the  Commis- 
sioner with  the  approval  of  the  Secretary,  be  ascertained  and  re- 
turned as  nearly  as  may  be  upon  the  same  basis  and  in  the  same 
manner  as  provided  for  corporations  in  Title  II,  including  a  reason- 
able deduction  for  salary  or  compensation  to  each  partner  or  the 
individual  for  personal  services  actually  rendered. 

Regulation.  If  the  predecessor  trade  or  business  was  carried  on 
by  a  partnership  or  individual,  the  corporation  shall  make  its  return 
of  the  net  income  and  invested  capital  of  such  trade  or  business  as 
nearly  as  may  be  in  the  same  manner  as  if  such  trade  or  business  had 
been  carried  on  by  a  corporation.  It  shall  submit  with  its  return  a 
statement  setting  forth  (a)  the  manner  in  which  such  trade  or  busi- 
ness was  carried  on  and  (b)  the  points,  if  any,  in  which  the  provisions 
of  the  statute  and  of  the  regulations  are  not  fully  applicable  to  the 
determination  of  the  net  income  or  invested  capital  of  the  predecessor 
trade  or  business  for  the  prewar  period.  In  no  case  shall  the  deduc- 
tion from  gross  income  for  salary  or  compensation  for  personal 
services  exceed  the  salaries  or  compensation  customarily  paid  at  that 
time  by  corporations  or  partnerships  of  similar  size  and  standing 
engaged  in  similar  trades  or  businesses  for  similar  services  under 
like  responsibilities.     (Art.  932.) 
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Reorganizations  after  March  3,  1917. — Both  the  191 7  and 
19 18  laws  have  attempted  to  prevent  the  inclusion  in  invested 
capital  after  March  3,  1917,  of  any  appreciation  in  values,  ex- 
cept when  a  bona  fide  purchaser  acquired  more  than  a  major- 
ity interest  in  the  assets  transferred.  When  less  than  50  per 
cent  of  the  interest  of  the  predecessor  business  changes  hands 
no  asset  transferred  will  be  allowed  a  greater  value  than  if 
the  asset  had  not  been  transferred. 

If  a  corporation  buys  out  another  corporation  during  a 
fiscal  year,  it  would  seem  that  in  the  transfer  of  assets  at 
book  values,  undivided  profits  for  the  elapsed  part  of  the  year 
would  in  effect  be  included  as  invested  capital,  as  the  net 
assets  would  be  increased  accordingly. 

If  the  previous  owner  was  not  a  corporation,  the  assets 
transferred  shall  be  valued  as  of  the  date  when  originally  ac- 
quired. 

Any  charges  deducted  as  expenses  since  March  i,  1913, 
in  computing  the  net  income  of  the  previous  owner  shall  not 
be  added  to  the  original  cost. 

Law.  Section  331.  In  the  case  of  the  reorganization,  consoli- 
dation or  change  of  ownership  of  a  trade  or  business,  or  change 
of  ownership  of  property,  after  March  3,  191 7,  if  an  interest  or  con- 
trol in  such  trade  or  business  or  property  of  50  per  centum  or  more 
remains  in  the  same  persons,  or  any  of  them,  then  no  asset  trans- 
ferred or  received  from  the  previous  owner  shall,  for  the  purpose 
of  determining  invested  capital,  be  allowed  a  greater  value  than 
would  have  been  allowed  under  this  title  in  computing  the  invested 
capital  of  such  previous  owner  if  such  asset  had  not  been  so  trans- 
ferred or  received :  Provided,  That  if  such  previous  owner  was  not 
a  corporation,  then  the  value  of  any  asset  so  transferred  or  received 
shall  be  taken  at  its  cost  of  acquisition  (at  the  date  when  acquired 
by  such  previous  owner)  with  proper  allowance  for  depreciation, 
impairment,  betterment  or  development,  but  no  addition  to  the  origi- 
nal cost  shall  be  made  for  any  charge  or  expenditure  deducted  as 
expense  or  otherwise  on  or  after  March  i,  1913,  in  computing  the 
net  income  of  such  previous  owner  for  purposes  of  taxation. 

Assume  that  in  191 7  a  corporation  took  over  the  business 
of  an  individual.  In  1903  the  individual  had  bought  a  coal 
mine  for  $100,000.    The  corporation  in  1917  (including  the 
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old  owner  with  a  55  per  cent  interest)  took  over  the  mine  for 
$1,000,000,  the  valuation  being  at  the  fair  market  value  of  the 
property. 

The  Treasury  has  ruled  that  the  transaction  is  a  closed 
one  as  to  the  old  owner  and  assesses  income  tax  on  the  gain 
realized  above  the  March  i,  191 3,  valuation.  On  his  books 
the  former  owner  set  up  the  valuation  as  of  March  i,  1913,  at 
$500,000,  and  thereafter  deducted  depreciation  and  depletion 
as  provided  for  in  the  regulations. 

The  new  interests  have  paid  in  cash  $450,000  for  a  45  per 
cent  interest  in  the  property  but  the  corporation  may  claim  as 
invested  capital  no  more  than  $100,000. 

Cases  such  as  these  are  not  infrequent  and  great  injustice 
would  be  done  were  it  not  for  the  relief  sections  (327  and 
328),  which  adequately  cover  the  case  cited.  It  may  be  as- 
sumed that  relief  would  not  be  claimed  unless  the  net  income 
were,  say,  $200,000.  On  allowable  invested  capital  of  $100,- 
000  the  net  income  would  be  200  per  cent.  The  Committee 
of  Review  and  Appeal  would  certainly  consider  the  case  on 
its  merits. 

Regulation.  Where  a  business  is  reorganized,  consolidated  or 
transferred,  or  property  is  transferred,  after  March  3,  1917,  and  an 
interest  of  50  per  cent  or  greater  in  such  business  or  property  re- 
mains in  any  of  the  previous  owners,  then  for  the  purpose  of  deter- 
mining invested  capital  each  asset  so  transferred  is  valued  (o)  as 
if  still  in  the  possession  of  the  previous  owner,  if  a  corporation,  or, 
if  not  a  corporation,  (&)  at  its  cost  to  such  previous  owner,  with 
proper  adjustments  for  losses  and  improvements.  This  provision  is 
accordingly  concerned  with  the  computation  of  invested  capital  for 
the  taxable  year,  while  section  330  of  the  statute  is  chiefly  concerned 
with  the  determination  of  invested  capital  for  the  prewar  period. 
.  .  .  .   (Art.  941.) 

The  provision  as  to  the  50  per  cent  ownership  applies  only 
to  date  of  transfer.  If  more  than  50  per  cent  of  the  stock 
of  a  corporation  were  actually  sold  to  new  interests,  section 
331  would  not  be  operative.  If  subsequently  the  old  owners 
bought  enough  stock  to  regain  control,  invested  capital  would 
not  be  affected. 
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Incorporation  of  an  individual  or  a  partnership  before  July 
I,  1919. — The  19 1 8  law  extended  to  partnerships  the  (doubt- 
ful) privilege  of  incorporating  before  July  i,  1919,  coupled 
with  the  further  privilege  of  being  subject  to  the  excess  and 
war  profits  tax  for  1918  and  1919.  In  order  to  qualify:  (i) 
capital  must  have  been  a  material  income-producing  factor; 
(2)  the  net  income  for  the  taxable  year  must  have  been  at 
least  20  per  cent  of  the  invested  capital  for  the  taxable  year; 
and  (3)  the  taxpayer  was  required  to  pay  iall  federal  taxes 
imposed  upon  corporations  since  January  i,  19 18,  such  as  the 
19 16  capital  stock  (excise)  tax  for  the  first  6  months  of  19 18 
and  the  1918  capital  stock  (excise)  tax  for  the  fiscal  year  be- 
ginning July  I,  1 9 18.  As  the  taxpayer  will  have  had  no  out- 
standing capital  stock  during  that  period  the  basis  of  the  capi- 
tal stock  tax  will  be  the  same  as  for  corporations  issuing  stock 
of  no  par  value.^ 

Distributions  made  on  or  after  January  i,  19 18,*  were 
subject  to  the  surtax  in  the  returns  of  the  individual  recipients 
as  in  the  case  of  corporation  dividends. 

In  all  other  respects  the  taxpayer  was  required  to  conform 
to  the  procedure  laid  down  for  corporations  for  the  taxable 
year. 

Law.     Section  330 In  the  case  of  the  organization  as  a 

corporation  before  July  i,  1919,  of  any  trade  or  business  in  which 
capital  is  a  material  income-producing  factor  and  which  was  pre- 
viously owned  by  a  partnership  or  individual,  the  net  income  of  such 
trade  or  business  from  January  i,  1918,  to  the  date  of  such  reor- 
ganization may  at  the  option  of  the  individual  or  partnership  be 
taxed  as  the  net  income  of  a  corporation  is  taxed  under  Titles  II 
and  III;  in  which  event  the  net  income  and  invested  capital  of  such 
trade  or  business  shall  be  computed  as  if  such  corporation  had  been 
in  existence  on  and  after  January  i,  1918,  and  the  undistributed 
profits  or  earnings  of  such  trade  or  business  shall  not  be  subject  to 
the  surtax  irriposed  in  section  211,  but  amounts  distributed  on  or  after 
January  i,  1918,  from  the  earnings  of  such  trade  or  business  shall  be 
taxed  to  the  recipients  as  dividends,  and  all  the  provisions  of  Titles 


^See  page  181. 

"The  sixty-day  provision  would  presumably  apply.  See  page  207. 
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II  and  III  relating  to  corporations  shall  so  far  as  practicable  apply 
to  such  trade  or  business:  Provided,  That  this  paragraph  shall  not 
apply  to  any  trade  or  business  the  net  income  of  which  for  the  tax- 
able year  1918  was  less  than  20  per  centum  of  its  invested  capital  for 
such  year:  Provided  further,  That  any  taxpayer  who  takes  advan- 
tage of  this  paragraph  shall  pay  the  tax  imposed  by  section  1000  of 
this  Act  and  by  the  first  subdivision  of  section  407  of  the  Revenue 
Act  of  1916,  as  if  such  taxpayer  had  been  a  corporation  on  and  after 
January  i,  1918,  with  a  capital  stock  having  no  par  value. 

Regulation.  A  business  enterprise  (a)  which  is  organized  as 
a  corporation  before  July  i,  1919,  (b)  in  which  capital  is  and  has 
been  a  material  income-producing  factor,  and  (c)  which  was  previ- 
ously owned  by  a  partnership  or  individual,  may  elect  to  be  taxed  as 
a  corporation  on  its  net  income  from  January  i,  1918,  to  the  date  of 
organization  of  the  corporation.  In  such  event  the  corporation  shall 
be  treated  as  if  in  existence  since  January  1,1918,  for  the  purposes 
of  the  income  tax,  the  war  profits  and  excess  profits  tax,  and  the 
capital  stock  tax.  The  adoption  of  any  other  date  than  January  i, 
1918,  for  such  purpose  is  not  permissible.  But  this  option  is  not  ex- 
tended to  a  business  enterprise  with  a  net  income  for  the  taxable 
year  1918  less  than  20  per  cent  of  its  invested  capital.     (Art.  933.) 


[Former  Procedure] 

Businesses  reorganized  after  March  3,  1917- — Section  208  of  the 
1917  law  provided  for  the  reorganization,  consolidation  or  change  of 
ownership  of  a  business  after  March  3,  1917  (the  date  of  enactment 
of  the  first  excess  profits  tax  law). 

If  the  controlling  interests  in  the  old  business  remained  in  con- 
trol of  the  new  business  to  the  extent  of  50  per  cent  or  more,  no 
asset  transferred  from  the  old  business  was  allowed  a  greater  value 
than  would  have  been  allowed  if  such  asset  had  not  been  transferred. 

An  exception  was  made  where  the  asset  transferred  was  paid  for 
specifically  as  such,  in  cash  or  tangible  property,  not  to  exceed  the 
cash  value  of  the  particular  asset  at  the  time  of  payment.' 

It  was  a  fair  inference  that  such  reorganizations  as  took  place 
before  March  3,  1917,  could  not  have  had  in  view  the  act  of  March  3, 
1917.  Thereafter  it  was  obvious  that  a  saving  in  taxes  could  be 
effected  if  capital  values  could  be  inflated.  If  there  was  a  bona  fide 
sale  of  more  than  50  per  cent  of  a  business,  it  was  evident  that  no 
inflation  occurred.  In  some  cases  the  section  worked  a  hardship.  In 
most  cases  it  worked  substantial  justice. 

Regulation.  "In  case  of  the  reorganization,  consolidation,  or  change 
of  ownership  of  a  trade  or  business  after  March  3,  1917,  if  an  interest  or 
control  in  such  trade  or  business  of  50  per  cent  or  more  remains  in  con- 
trol of  the  same  persons,  corporations,  associations,  partnerships,  or 
any  of  them,  then  in  ascertaining  the  invested  capital  of  the  trade  or 
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[Former  Procedure — Continued] 

business  no  asset  transferred  or  received  from  the  prior  trade  or  busi- 
ness shall  be  allowed  a  greater  value  than  would  have  been  allowed 
under  these  regulations  in  computing  the  invested  capital  of  such  prior 
trade  or  business  if  such  asset  had  not  been  so  transferred  or  received, 
unless  such  asset  was  paid  for  specifically  as  such,  in  cash  or  tangible 
property,  and  then  not  to  exceed  the  actual  cash  or  actual  cash  value 
of  the  tangible  property  paid  therefor  at  the  time  of  such  payment." 
(Reg.  41,  1918,  Art.  50.) 

Reorganization  on  or  after  January  2,  1913. — Section  204  of  the 
1917  law  referred  to  reorganizations  since  January  2,  1913,  as  affecting 
invested  capital  and  net  income. 

Regulation.  "A  trade  or  business  carried  on  by  a  corporation,  part- 
nership, or  individual,  which  has  been  formally  organized  or  reorganized 
on  or  after  January  2,  1913,  but  which  is  substantially  a  continuation 
of  a  trade  or  business  carried  on  prior  to  that  date,  shall,  for  the  pur- 
poses of  the  excess  profits  tax,  be  deemed  to  have  been  in  existence 
prior  to  that  date  and  the  invested  capital  of  its  predecessor  prior  to 
that  date  shall  be  deemed  to  have  been  its  invested  capital.  This  arti- 
cle relates  to  the  pre-war  period  and  does  not  apply  to  the  invested 
capital  for  the  taxable  year."     (Reg.  41,  1918,  Art.  49.) 


CHAPTER  XVII 

INCOME  FROM  GOVERNMENT  CONTRACTS 

Under  section  301  (c)  of  the  1918  law,  corporations  which 
during  the  taxable  year  19 19  and  subsequent  years  receive 
net  income  from  government  contracts  (made  between  April 
6,  1917,  and  November  11,  1918,  both  dates  inclusive)  in  ex- 
cess of  $10,000  are  subject  to  an  excess  profits  tax  specially 
calculated  in  the  manner  described  below.  Government  con- 
tracts include:  (i)  a  contract  with  the  United  States,  (2)  a 
contract  with  an  agency  of  the  United  States,  (3)  a  contract 
with  an  agency  of  such  agency,  and  (4)  a  subcontract  with  a 
contractor  under  any  such  contract.  The  income  tax  of  such 
corporations  is  at  the  same  rate  as  for  other  corporations. 

Law.     Section  301 (c)   For  the  taxable  year   1919  and 

each  taxable  year  thereafter  there  shall  be  levied,  collected,  and  paid 
upon  the  net  income  of  every  corporation  which  derives  in  such  a 
year  a  net  income  of  more  than  $10,000  from  any  Government  con- 
tract or  contracts  made  between  April  6,  1917,  and  November  11,  1918, 
both  dates  inclusive,  a  tax  equal  to  the  sum  of  the  following: 

(i)  Such  a  portion  of  a  tax  computed  at  the  rates  specified  in 
subdivision  (a)  as  the  part  of  the  net  income  attributable  to  such 
Government  contract  or  contracts  bears  to  the  entire  net  income.  In 
computing  such  tax  the  excess-profits  credit  and  the  war-profits 
credit  applicable  to  the  taxable  year  shall  be  used; 

(2)  Such  a  portion  of  a  tax  computed  at  the  rates  specified  in 
subdivision  (b)  as  the  part  of  the  net  income  not  attributable  to  such 
Government  contract  or  contracts  bears  to  the  entire  net  income. 

For  the  purpose  of  determining  the  part  of  the  net  income  attrib- 
utable to  such  Government  contract  or  contracts,  the  proper  appor- 
tionment and  allocation  of  the  deductions  with  respect  to  gross  in- 
come derived  from  such  Government  contract  or  contracts  and  from 
other  sources,  respectively,  shall  be  determined  under  rules  and  regu- 
lations prescribed  by  the  Commissioner  with  the  approval  of  the  Sec- 
retary. 

Government  contract  defined. — 

Law.       Section     i The     term     "Government     contract" 

means    (a)    a  contract  made   with  the  United   States,  or  with  any 
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department,  bureau,  officer,  commission,  board,  or  agency,  under  the 
United  States  and  acting  in  its  behalf,  or  with  any  agency,  controlled 
by  any  of  the  above  if  the  contract  is  for  the  benefit  of  the  United 
States,  or  (b)  a  subcontract  made  with  a  contractor  performing 
such  a  contract  if  the  products  or  services  to  be  furnished  under  the 
subcontract  are  for  the  benefit  of  the  United  States.  The  term  "Gov- 
ernment contract  or  contracts  made  between  April  6,  19 17,  and 
November  11,  1918,  both  dates  inclusive"  when  applied  to  a  contract 
of  the  kind  referred  to  in  clause  (a)  of  this  paragraph,  includes  all 
such  contracts  which,  although  entered  into  during  such  period,  were 
originally  not  enforceable,  but  which  have  been  or  may  become 
enforceable  by  reason  of  subsequent  validation  in  pursuance  of  law; 

Regulation.  Government  contracts  may  include  (a)  a  contract 
with  the  United  States,  (&)  a  contract  with  an  agency  of  the  United 
States,  (c)  a  contract  with  an  agency  of  such  agency,  and  (d)  a 
subcontract  with  a  contractor  under  any  such  contract;  provided  in 
every  case  the  contract  or  subcontract  is  for  the  benefit  of  the  United 
States.  Unenforceable  contracts  subsequently  ratified  are  treated  as 
though  made  When  originally  executed.  The  Commissioner  may  re- 
quire any  contractor  to  file  with  him  copies  of  his  Government  con- 
tracts entered  into  on  or  after  April  6,  1917,  and  shall  haye  access 
to  the  information  in  the  possession  of  the  Government  relating  to 
such  contracts.  ....  The  realization  by  a  corporation  of  income 
from  a  Government  contract  may  affect  its  status  under  the  consoli- 
dated returns  provision  and  the  amount  of  its  war  profits  and  excess 
profits  tax The  agreements  for  the  operation  of  transporta- 
tion systems  while  under  federal  control  and  for  the  just  compensa- 
tion of  their  owners  made  pursuant  to  the  act  of  March  21,  1918, 
are  not  Government  contracts  within  the  meaning  of  this  article. 
....   (Art.  1510.) 

Allocation  of  income  from  government  contracts. — The 
tax  is  based  on  a  division  of  total  income  between  income  from 
government  contracts  and  other  income.  In  order  to  show  the 
method  of  arriving  at  net  income  from  government  contracts 
a  schedule  of  income  and  expense  on  government  contracts 
must  be  attached  to  the  tax  return.  The  regulations^  require 
that  expenses  be  apportioned  to  government  contracts  as  fol- 
lows :  all  expenses,  losses  and  deductions  that  apply  directly  to 
government  contracts  must  be  allocated  to  them,  and  all  gen- 
eral expenses,  losses  and  deductions,  as,  for  example,  overhead 


'See  Reg.  45,  Art.  715,  page  66. 
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and  depreciation,  must  be  allocated  to  government  contracts 
in  the  ratio  of  gross  income  from  government  contracts  to 
total  gross  income.  If,  however,  as  should  be  the  case  if 
accounts  are  properly  kept,  the  taxpayer  allocates  general 
expense  on  a  basis  other  than  relative  gross  income,  the 
schedule  accompanying  the  return  should  show  clearly  the 
basis  of  allocation. 

A  new  form,  1120S,  which  is  reproduced  in  the  Appendix, 
has  been  issued  by  the  Treasury,  for  the  purpose  of  computa- 
tion of  the  tax  on  income  from  government  contracts,  and 
should  accompany  the  income  tax  return,  form  1120. 

The  following  instructions  which  appear  on  the  form,  indi- 
cate the  scope  of  the  supporting  schedules  which  are  required : 

A  schedule  should  be  submitted  respecting  Government  contracts 
made  between  April  6,  1917,  and  November  11,  1918,  both  dates  in- 
clusive, from  which  net  income  in  an  amount  exceeding  $10^000  was 
derived  during  the  taxable  period.  In  the  case  of  affiliated  companies, 
this  information  should  be  shown  separately  for  each  company.  This 
schedule  should  be  in  columnar  form  and  should  contain  the  following 
information  as  respects  each  contract : 

(a)  Amount  of  contract.  ^ 

(b)  Gross  income  from  contract  during  period. 

(c)  Expenses  directly  applicable  to  each  contract. 
Total  of  each  column  should  be  shown. 

There  should  also  be  shown  in  the  most  practicable  form : 

(d)  Total  gross  income  of  corporation. 

(e)  Percentage  which  total  of  column  (6)  is  of  (d). 

(/)  Total  general  expenses,  losses,  and  deductions  of  corpora- 
tion. 
(g)   Amount  of  (/)  allocated  to  Government  contracts  (total). 
(h)   Percentage  which  (g)  is  of  (/). 

The  instructions  also  provide : 

If  the  allocation  of  general  expenses,  losses,  and  deductions  differs 
from  the  percentage  which  the  gross  income  from  the  Government 
contract  or  contracts  bears  to  the  total  gross  income,  there  shall  be 
submitted  a  statement  showing  the  items  and  the  amounts  thereof 
which  have  been  otherwise  allocated,  and  the  reasons  therefor.  If  a 
claim  is  made  under  Section  327  of  the  statute,  gains,  profits,  commis- 
sions, or  other  income  derived  on  a  cost-plus  basis  from  a  Govern- 
ment contract  or  contracts  made  between  April  6,  191 7,  and  Novem- 
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ber  II,  1918,  both  dates  inclusive,  should  be  shown  separately  from 
income  from  Government  contracts  of  different  character. 

Computation  of  the  tax. — The  excess  profits  tax  on  gov- 
ernment contract  income  and  other  income  is  the  sum  of  the 
following  two  items : 

1.  Such  a  portion  of  a  tax  figured  at  the   1918  rates, 

upon  the  whole  net  income,  as  the  government  con- 
tract net  income  is  of  the  whole  net  income. 

2.  Such  a  portion  of  a  tax  figured  at  the   1919  rates, 

upon  the  whole  net  income,  as  the  net  income  from 

sources  other  than  government  contracts  is  of  the 

whole  net  income. 

The  excess  profits  credit  and  the  war  profits  credit  are 

figured  for  the  taxable  year  in  the  above  calculation  in  the 

same  way  as  if  there  were  no  government  contract  income. 

The  maximum  limitations  provided  in  section  302  apply 
in  case  of  the  excess  profits  tax  on  government  income. 

Law.  Section  302.  That  the  tax  imposed  by  subdivision  (a)  of 
section  301  shall  in  no  case  be  more  than  30  per  centum  of  the  amount 
of  the  net  income  in  excess  of  $3,000  and  not  in  excess  of  $20,000, 
plus  80  per  centum  of  the  amount  of  the  net  income  in  excess  of 
$20,000;  the  tax  imposed  by  subdivision  (b)  of  section  301  shall  in 
no  case  be  more  than  20  per  centum  of  the  amount  of  the  net  income 
in  excess  of  $3,000  and  not  in  excess  of  $20,000,  plus  40  per  centum 
of  the  amount  of  the  net  income  in  excess  of  $20,000 ;  and  the  above 
limitations  shall  apply  to  the  taxes  computed  under  subdivisions  (a) 
and  (b)  of  section  301,  respectively,  when  used  in  subdivision  (c) 
of  that  section.  Nothing  in  this  section  shall  be  construed  in  such 
manner  as  to  increase  the  tax  imposed  by  section  301. 

Fiscal  year  corporation. — In  the  case  of  returns  for  fiscal 
years  ending  in  19 19,  if  net  income  aggregating  more  than 
$10,000  is  received  from  government  contracts,  the  excess 
profits  tax  is  such  part  of  the  tax  calculated  as  above  as  the 
portion  of  the  fiscal  year  falling  in  1919  is  of  twelve  months, 
plus  such  part  of  an  excess  profits  and  war  profits  tax  at  1918 
rates  as  the  portion  of  the  fiscal  year  falling  in  19 18  is  of 
twelve  months. 
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Law.  Section  335.  (b)  If  a  corporation  makes  return  for  a 
fiscal  year  beginning  in  191 8  and  ending  in  1919,  the  tax  for  such 
fiscal  year  under  this  title  shall  be  the  sum  of:  (i)  the  same  propor- 
tion of  a  tax  for  the  entire  period  computed  under  subdivision  (a) 
of  section  301  which  the  portion  of  such  period  falling  within  the 
calendar  year  1918  is  of  the  entire  period,  and  (2)  the  same  propor- 
tion of  a  tax  for  the  entire  period  computed  under  subdivision  (b) 
or  (c)  of  section  301  which  the  portion  of  such  period  falling  within 
the  calendar  year  1919  is  of  the  entire  period. 

Is  compensation  paid  by  government  for  property  seized 
"income  from  government  contracts"? — The  law  provides  that 
the  excess  profits  tax  imposed  by  section  301  (c)  appHes  to 
any  corporation  which  "derives  ....  a  net  income  of  more 
than  $10,000  from  any  government  contract  made  between 
April  6,  191 7,  and  November  11,  1918." 

In  many  cases  between  those  dates  the  plant  and  other 
property  of  taxpayers  were  taken  by  the  government  for  war 
purposes  on  "commandeer"  proceedings  of  some  department. 
The  United  States  Supreme  Court  has  held^  that  the  right  to 
compensation  when  property  is  taken  for  government  purposes 
rests  on  implied  contract.  Presumably  the  courts  will  eventual- 
ly pass  on  whether  the  language  of  the  statute  above  quoted 
embraces  such  implied  contracts  for  compensation  for  taking 
of  property  for  war  purposes.  It  would  seem  that  the  statute 
is  not  clearly  enough  inclusive  of  such  income  to  require  the 
excess  profits  tax  upon  government  contract  income  to  be  im- 
posed upon  any  gain  which  may  arise  from  use  of  property 
by  the  government,  when  no  express  agreement  for  compensa- 
tion was  made. 

It  is  not  likely  that  members  of  Congress,  who  were  in- 
sistent that  all  who  profited  by  government  contracts  should 
be  heavily  taxed,  could  have  had  in  mind  as  a  "government 
contract"  compensation  such  as  that  paid  for  commandeered 
property. 

The  author  was  a  member  of  the  War  Department  Board 
of  Appraisers  and  can  state  authoritatively  that  in  fixing  values 


^United  States  v.  Lynch,  i88  U.  S.  445. 
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for  property  taken  for  war  purposes  by  so-called  "comman- 
deering" the  understanding  was  that  no  contract,  express  or 
implied  within  the  usual  meaning  of  the  word,  existed.  There 
was  a  duty  on  the  part  of  the  government  to  pay  just  com- 
pensation to  the  former  owner.  If  the  cases  had  come  within 
the  usual  meaning  of  the  term  "contract"  compensation  would 
have  been  awarded  by  the  Board  of  Contract  Adjustment 
and  not  by  the  Board  of  Appraisers. 

Limitation  of  war  profits  credit. — If  a  corporation  was  not 
in  existence  during  the  whole  of  one  year  during  the  pre-war 
period,  the  1918  law  provides^  that  it  shall  have  as  a  credit  in 
computing  its  1918  tax  amount  equivalent  to  the  credits  of  cor- 
porations engaged  in  a  similar  business.  But  its  war  profits 
credit  shall  be  $3,000  plus  10  per  cent  of  the  invested  capital 
for  the  taxable  year,  if 

Law.  Section  311.  (d)  ....  (2)  50  per  centum  or  more  of 
its  gross  income  (as  computed  under  section  233  for  income  tax 
purposes)  consists  of  gains,  profits,  commissions,  or  other  income, 
derived  from  a  government  contract  or  contracts  made  between  April 
6,  1917,  and  November  11,  1918,  both  dates  inclusive. 

This  provision  is  equitable,  as  there  were  no  corporations 
which  could  be  said  to  be  engaged  in  1911-13  in  business 
similar  to  war  business.* 

Invested  capital  "relief"  denied. — In  the  regulations  under 
the  1917  law  and  in  the  1918  law  itself  certain  provisions  are 
made  for  the  equalization  of  the  invested  capital  of  corpora- 
tions without  which  undue  hardship  would  ensue.  The  bene- 
fit of  the  relief  sections  in  the  1918  law  is  denied  to  a  corpora- 
tion in  any  case,  in  which 

Law.  Section  327.  (d)  ....  (2)  50  per  centum  or  more  of 
the  gross  income  of  the  corporation  for  the  taxable  year  (computed 
under  section  233  of  Title  II)  consists  of  gains,  profits,  commissions. 


'Section  311   (c). 
*See  page  loi. 
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or  other  income,  derived  on  a  cost-plus  basis  from  a  Government 
contract  or  contracts  made  between  April  6,  191 7,  and  November  11, 
1918,  both  dates  inclusive.' 

The  term  "cost-plus  basis"  must  be  strictly  construed. — 
Some  government  contracts  were  settled  on  the  basis  of  the 
payment  of  a  lump  sum  contract  price,  and  there  were  paid 
or  rather  repaid  in  addition,  under  the  terms  of  the  contract, 
certain  amounts  which  the  contractor  had  to  pay  because  of 
increases  in  cost  of  labor  and  materials.  The  contractors  were 
paid  a  fee  for  handling  the  additional  payments,  the  fee  being 
a  percentage  of  such  additional  payments.  The  term  "cost- 
plus  basis"  coUld  not  be  applied  to  such  transactions  because 
the  contractor  made  his  main  contract  on  a  lump  sum  basis 
and  the  additional  payments  were  due  to  causes  beyond  his 
control. 

"See  page  241. 


CHAPTER  XVIII 

NOMINAL  CAPITAL— THE  1917  TAX 

Under  the  19 17  law  an  8  per  cent  flat  tax  was  levied  on 
income  derived  from  trades  or  businesses  with  nominal  or  no 
capital. 

1917  Law.  Section  209.  That  in  the  case  of  a  trade  or  busi- 
ness having  no  invested  capital  or  not  more  than  a  nominal  capital 
there  shall  be  levied,  assessed,  collected  and  paid,  in  addition  to  the 
taxes  under  existing  law  and  under  this  act,  in  lieu  of  the  tax  im- 
posed by  section  201,  a  tax  equivalent  to  8  per  centum  of  the  net 
income  of  such  trade  or  business  in  excess  of  the  following  deduc- 
tions :  In  the  case  of  a  domestic  corporation  $3,000,  and  in  the 
case  of  a  domestic  partnership  or  a  citizen  or  resident  of  the  United 
States  $6,000;  in  the  case  of  all  other  trades  or  business,  no  deduction. 

There  has  been  much  discussion  regarding  the  meaning 
of  the  word  "nominal."  Technically  it  means  "in  name  only," 
but  the  lawmakers  used  it  in  the  sense  of  "small. "^ 

As  the  Treasury  is  now  examining  191 7  returns  and  as 
some  examiners  are  holding  that  certain  isolated  investment 
transactions  were  subject  to  the  8  per  cent  tax,  the  regulations 
are  reproduced  here  in  full. 


'See  Income  Tax  Procedure,  1918,  pages  545-547. 

[Former  Procedure] 

Classification  of  net  income. — 

Regulation.  "For  the  purposes  of  the  excess  profits  tax  net  income 
which  is  subject  to  the  tax  shall  be  divided  into  two  classes,  as  follows: 

"A.  Net  income  which  is  derived  from  a  trade  or  business  having 
no  invested  capital,  or  not  more  than  a  nominal  capital,  including 
in  the  case  of  an  individual  salaries,  wages,  fees,  or  other  compensa- 
tions; and 

"B.  Net  income  which  is  derived  from  a  trade  or  business  having 
invested  capital. 

"In  the  case  of  a  corporation,  or  partnership,  all  the  trades  and 
businesses  in  which  it  is  engaged  will  be  treated  as  a  single  trade  or 
business  (as  provided  in  section  201),  and  its  entire  income  will  be 
held  to  be  of  the  same  class  as  the  income  from  its  principal  trade  or 
business. 

"In  the  case  of  an  individual  the  net  income  subject  to  the  excess 
profits  tax  shall  be  classified  as  provided  in  this  article.  Net  income 
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[Former  Procedure — Continued] 

of  class  A  shall  be  taxed  as  provided  in  article   15,  and  net  income  of 
class  B  shall  be  taxed  as  provided  in  article  16."     (Reg.  41,  1918,  Art.  14.) 

Rate  of  tax  on  income  of  class  a. — 

Regulation.  "The  tax  upon  net  income  of  class  A  as  defined  in 
article  14  shall  be  computed  at  the  rate  of  8  per  cent  upon  the  amount 
thereof  in  excess  of  $3,000  in  the  case  of  a  domestic  corporation ;  upon  the 
amount  thereof  in  excess  of  $6,000  in  the  case  of  a  domestic  partnership 
or  of  a  citizen  or  resident  of  the  United  States;  and  upon  the  whole 
thereof  in  the  case  of  a  foreign  corporation  or  partnership  or  of  a  non- 
resident alien  individual."     (Reg.  41,  1918,  Art.  15.) 

Application  of  section  209. — 

Regulation.  "Section  209  (article  15)  applies  primarily  to  occupa- 
tions, professions,  trades,  and  businesses  engaged  principally  in 
rendering  personal  service  in.  which  the  employment  of  capital  is  not 
necessary  and  the  earnings  of  which  are  to  be  ascribed  primarily  to 
the  activities  of  the  owners. 

"In  determining  whether  a  trade  or  business  is  taxable  under 
article  15  no  weight  will  be  given  to  the  fact  that  it  is  carried  on  by 
means  of  personal  service  unless  the  principal  owners  are  regularly 
engaged  in  the  active  conduct  of  the  trade  or  business."  (Reg.  41, 
1918,  Art.  71.) 

The  author  has  been  informed  that  professional  men  are  being 
taxed  at  the  8  per  cent  rate  for  1917  on  income  such  as  that  derived 
from  profits  in  underwritings,  although  the  transactions  were  purely 
isolated  investments. 

The  foregoing  regulations  and  those  following  make  it  clear 
that  it  never  was  intended  to  impose  the  tax  on  isolated  or  investment 
profits. 

Application  of  section  209  not  to  be  affected  by  mere  size  of 
capital,  form  of  organization,  etc. — 

Regulation.  "Business  concerns  which  render  professional  or  per- 
sonal service  and  are  of  the  class  normally  taxable  under  article  IS 
shall  not  be  taken  out  of  that  class  merely  because  of  the  size  of  the 
capital  if  the  employment  of  such  capital  is  necessitated  by  delay  and 
irregularity  in  the  receipt  of  fees,  etc.,  or  if  such  capital  is  wholly  or 
mainly  used  as  a  fund  from  which  to  advance  salaries,  wages,  etc.,  or 
to  provide  office  furniture,  accommodations,  and  equipment,  nor  be- 
cause of  the  form  of  organization,  whether  corporation  or  partnership, 
nor  in  the  case  of  a  partnership  because  of  the  number  of  partners." 
(Reg.  41,  1918,  Art.  72.) 

Agents  and  brokers. — 

Regulation,  "Agents  and  brokers  requiring  and  using  no  capital  or 
merely  a  nominal  capital  in.  their  business  are  taxable  under  article  15, 
but  commission  houses  regularly  employing  a  substantial  amount  of 
capital,  whether  to  lend  to  principals  or  to  carry  goods  on  their  own 
account,  are  not  deemed  to  be  agents  or  brokers  and  are  taxable 
under  the  provisions  of  article  16."     (Reg.  41,  1918,  Art.  73.) 

It  was  clearly  intended  to  tax,  at  the  8  per  cent  rate,  brokers 
without  sufficient  capital  to  take  title  to  property. 
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[Former  Procedure — Continued] 

Meaning  of  "nominal  capital";  businesses  which  will  not  be 
deemed  to  have  nominal  capital. — 

Regulation.  "The  term  'nominal  capital'  as  used  in  section  209 
means  in  general  a  small  or  negligible  capital  whose  use  in  a  particular 
trade  or  business  is  incidental.  The  following  will  not  be  construed 
as  businesses  having  a  nominal  capital  for  purposes  of  excess  profits 
tax: 

"(a)  A  business  which  because  of  conditions  arising  from  the 
war  or  exceptional  opportunities  for  profits  earns  a  disproportionately 
high  rate  of  profit  during  the  taxable  year,  if  it  belongs  to  a  class 
which  necessarily  and  customarily  requires  capital  for  its  operation. 
In  the  determination  of  doubtful  cases,  stress  will  be  laid  upon  the 
normal   relation   of  net   income   to   capital   during  pre-war   years; 

"(b)  Corporations  which,  although  their  capitalization  is  nominal, 
employ  a  substantial  amount  of  capital  in  their  business; 

"(c)  A  business  having  a  substantial  capital,  but  whose  invested 
capital  within  the  meaning  of  section  207  is  reduced  to  a  nominal 
amount  by  the  operation  of  the  restrictive  clauses  of  that  section, 
e.g.,  where  the  capital,  consisting  originally  of  a  small  amount  of 
cash  paid  in,  has  since  appreciated  in  value,  or  where  the  capital  is 
largely  covered  by  indebtedness  or  consists  principally  of  tax-free 
securities  or  of  intangible  assets  built  up  or  developed  by  expendi- 
tures which  have  been  regularly  deducted  as  items  of  current  ex- 
pense."    (Reg.  41,  1918,  Art.  71.) 

Individual  members  of  partnership. — 

Regulation.  "Inasmuch  as  a  partner  in  his  individual  capacity  is 
not  considered  to  be  engaged  in  trade  or  business  with  respect  to  his 
share  in  the  profits  of  the  partnership,  he  is  not  subject  to  excess 
profits  tax  thereon.  Consequently,  in  computing  his  net  income  for 
purposes  of  the  excess  profits  tax  he  need  not  include  his  share  of 
the  partnership  profits. 

"He  shall,  however,  in  computing  his  net  income  of  class  A  under 
article  35,  include  any  salary  or  compensation  from  the  partnership 
for  personal  services  (including  any  amount  allowed  to  the, part- 
nership as  a  deduction  on  his  account  for  the  period  prior  to  March 
I,  1918,  in  accordance  with  article  32)."     (Reg.  41,  1918,  Art.  41.) 

Individuals — determination  of  net  income  when  there  is  no  in- 
vested capital  or  only  nominal  capital. — 

Regulation.  "The  net  income  which  is  derived  from  a  trade  or 
business  having  no  invested  capital  or  not  more  than  a  nominal  capital, 
including  salaries,  wages,  fees  or  other  compensations  (constituting  net 
income  of  class  A  as  defined  in  article  14)  shall  be  determined  for  the 
taxable  year  by  adding  the  total  net  income  from  all  such  sources  (or 
in  the  case  of  a  non-resident  alien  individual  the  total  net  income  from 
all  such  sources  within  the  United  States)  as  reported  for  income  tax 
purposes  for  the  same  year."     (Reg.  41,  1918,  Art.  35.) 

Barbers. — 

Ruling.  "  ....  if  the  principal  stockholders  of  the  corporation  are 
actively  engaged  as  barbers,  etc.,  in  the  various  shops,  the  corporation 
would  be  taxed  at  the  8  per  cent  rate  under  section  209,  even  though 
other  barbers,  etc.,  are  employed,  but  if  the  principal  stockholders 
are  not  so  actively  engaged,  the  corporation  would  be  taxed  at  the 
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graduated    rates    under    section    201."      (Letter    to    Ivans,    Wolfif    & 
Hoguet,  New  York,  N.  Y.,  signed  by  Commissioner  Daniel  C.  Roper, 
and  dated  March  25,  1918.)     (T.  D.  2689.) 

Photographers. — 

RuLiKG.  "If  an  individual  or  partnership  engages  in  the  photo- 
graph business  and  owners  devote  their  time  to  the  business  so  that 
the  income  may  be  clearly  ascribed  to  their  personal  services,  such 
income  will  be  taxable  under  section.  209,  but  in  determining  whether 
the  business  is  taxable  under  section  209  no  weight  will  be  given  to 
the  fact  that  it  is  carried  on  by  means  of  personal  services  unless  the 
owners  are  regularly  engaged  in  the  active  conduct  of  the  trade  or 
business. 

"This  condition  would  scarcely  obtain  in  the  case  of  a  corpora- 
tion which  conducts  'a  number  of  photographic  studios.'  The  business 
would  no  doubt  be  carried  on  by  employees  other  than  the  owners 
and  would  necessitate  the  use  and  employment  of  a  substantial 
capital  to  the  use  of  which  the  income  would  be  ascribed.  Indeed, 
the  very  purpose  of  the  corporation  would  be  to  secure  a  return 
upon  the  capital  invested  in  the  business.  There  is,  therefore,  an 
actual  presumption  that  'a  corporation  conducting  a  number  of 
photograph  studios'  does  not  come  within  the  purview  of  section  209 
but  is  taxable  under  section  201  of  Title  II  of  the  Act  of  October 
3,  191 7.  It  should  make  its  return  accordingly  submitting  therewith 
any  explanatory  statement  tending  to  support  the  contention  that 
it  is  engaged  in  rendering  personal  services  to  which  the  income  to 
the  corporation  may  be  ascribed."  (Letter  to  Gallert  &  Heilborn, 
New  York,  N.  Y.,  signed  by  Deputy  Commissioner  L.  F.  Speer,  and 
dated  April  8,  1918.) 

Vaudeville  theatres. — 

Ruling.  "It  is  the  opinion  of  this  office  that  the  vaudeville  theatre 
business,  almost  without  exception,  is  a  business  which  ordinarily 
and  necessarily  requires  for  its  operation  and  conduct,  invested 
capital.  The  income  which  it  receives  and  upon  which  it  is  taxable 
cannot  be  primarily  ascribed  to  personal  services  and  is  a  direct  result 
of  the  capital  used  and  employed  in  the  business. 

"It  is  held  therefore  that  unless  otherwise  conclusively  shown, 
the  profits  arising  from  the  business  or  trade,  namely,  the  operation 
of  a  vaudeville  theatre,  are  subject  to  the  excess  profits  tax  to  be 
computed  at  the  graduated  rates  prescribed  by  section  201  of  Title  II, 
Act  of  October  3,  1917."  (Letter  to  The  Corporation  Trust  Company, 
signed  by  Commissioner  Daniel   C.  Roper,  and  dated  May   18,   1918.) 

Salesmen. — 

Ruling.  "I  am  a  traveling  salesman,  working  wholly  on  a  commis- 
sion basis.  I  earn  $15,000.  My  traveling  expenses  are  $3,000.  My 
house  advances  me  $6,000  per  year,  giving  me  the  rest  of  my  cor- 
missions  at  the  end  of  the  year.  May  I  consider  that  I  am  in  business 
and  allow  myself  a  salary  of  $6,000,  leaving  a  profit  of  $6,000  for  the 
business  itself?  In  that  case  I  should  be  entitled  to  a  deduction  of 
$6,000  for  the  business  and  $6,000  against  my  salary  and  I  should 
have  no  excess  profits  tax  to  pay. 

"No.  You  should  enter  the  $15,000  in  block  A  on  form  1040,  mak- 
ing proper  deduction  for  expenses.  You  would  then  have  a  net  in- 
come of  $12,000,  of  which  $6,000  would  be  taxable  at  the  8  per  cent 
rate."     {Excess  Profits  Tax  Primer,  1918,  question  32.) 
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Minor  children. — In  a  sample  return  prepared  by  the  collector 
of  the  second  New  York  district  a  man  with  a  personal  salary  of 
$6,000,  who  had  two  sons,  one  earning  $3,000  and  the  other  $1,200,  was 
shown  as  being  subject  to  an  excess  profits  tax  of  8  per  cent  upon 
$4,200  ($10,200  less  $6,000  exemption).  The  sample  return  was  errone- 
ous as  shown  by  the  following: 

Ruling.  "An  individual  who  received  a  salary  of  $8,000  during  the 
taxable  year  has  a  minor  son  (not  emancipated)  who  earned  $800  during 
the  taxable  year  in  a  separate  occupation.  Must  the  $800  be  included  in 
the  income  of  the  parent  subject  to  excess  profits  tax? 

"No.  The  father  is  not  engaged  in  business  with  respect  to  the 
income  of  his  minor  children  earned  in  a  separate  and  distinct  occupa- 
tion."    {Excess  Profits  Tax  Primer,  1918,  question  22.) 

Stock  exchange  seat. — 

Ruling.  "Your  telegram  twenty-first  ultimo.  In  determining  in- 
vested capital  for  purpose  of  excess  profits  tax  a  taxpayer  doing  busi- 
ness with  invested  capital  may  include  the  cost  of  a  seat  on  the  stock 
or  other  exchange  among  admissible  assets,  but  a  broker  owning  seat 
on  an  exchange  and  employing  no  invested  capital  in  his  business  will 
not  because  of  his  ownership  of  such  seat  be  subject  to  the  graduated 
rates  prescribed  by  section  201  of  Title  II  of  Act  of  October  3,  1917." 
(Telegram  to  O'Brien,  Boardman,  Harper  &  Fox,  New  York,  N.  Y., 
signed  by  Commissioner  Daniel  C.  Roper,  and  dated  March  5,  1918.) 

When  capital  was  not  used  in  business. — 

Ruling.  "Reference  is  made  to  your  letter  of  the  2nd  instant,  in 
which  you  state  that  a  corporation  is  engaged  in  selling  merchandise 
on  commission,  and  instead  of  distributing  the  earnings  of  the  cor- 
poration by  way  of  dividend,  they  are  desirous  of  permitting  such 
earnings  to  accumulate.  Such  accumulated  earnings  are  not  used  in 
the  business,  but  are  kept  for  investment  purposes,  merely  for  the 
convenience  of  the  stockholders. 

"In  reply  to  your  second  inquiry,  you  are  informed  that  a  business 
concern  which  renders  professional  or  personal  services,  or  one  which 
requires  no  invested  capital  for  its  operation  or  not  more  than  a 
nominal  amount  will  not  be  taken  out  of  the  classes  of  business 
which  are  normally  taxable  under  article  15  of  Regulations  41,  merely 
because  the  earnings  are  permitted  to  accumulate.  The  burden  of 
proof  is  at  all  times  on  the  taxpayer  to  show  that  the  business  in 
which  he  is  engaged  actually  belongs  to  that  class  which  is  taxable 
under  article  15."  (Letter  to  Rose  &  Paskus,  New  York,  N.  Y., 
signed  by  Deputy  Commissioner  L.  F.  Speer  and  dated  May  15, 
^918.) 

"Will  every  partnership  reporting  income  from  business  under 
block  B,  page  3  of  form  1065,  be  taxable  at  the  graduated  rates  under 
section  201  ? 

"Not  necessarily.  Every  partnership  reporting  income  under 
block  B  must  make  a  return  on  form  1102.  But  if  it  is  clear  that  its 
principal  trade  or  business  consists  in  rendering  personal  service 
(income  reported  under  block  A)  and  is  taxable  at  the  8  per  cent  rate, 
all  of  its  income  will  be  taxed  at  that  rate  even  though  a  part  of  it 
may  be  derived  from  'invested  capital.'  "  (Excess  Profits  Tax  Primer, 
1918,  question  44.) 
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Deductions  permitted. — Section  209  levied  the  tax  on  "the  net 
income  of  such  trade  or  business."  It  therefore  followed  that  all 
deductions  incident  to  earning  the  gross  income  were  deductible 
before  the  net  income  could  be  ascertained.  The  same  class  of  deduc- 
tions to  which  professional  men  and  others  deriving  their  income 
from  personal  services  were  entitled  applied  in  the  case  of  all  those 
who  were  compelled  to  pay  the  8  per  cent  tax. 

In  computing  income  subject  to  war  excess  profits  tax  under  class 
■'a"  deductible  items  are  those  only   which   are   incidental  to  the 

PRODUCTION  OF  THE  CLASS   "a"   INCOME. — 

Ruling.  "Receipt  is  acknowledged  of  your  letter  of  January  31,  1918, 
in  which  you  state  that  form  1040  revised,  individual  income  tax 
return,  contemplates  that  the  excess  profits  tax  imposed  under  sec- 
tion 209  of  the  Act  of  October  3,  1917,  will  be  computed  on  the  total 
shown  in  block  A,  salaries,  etc.,  without  allowing  the  general  deduc- 
tions to  which  a  taxpayer  is  entitled  for  income  tax  purposes.  You 
present  the  case  of  a  person  whose  sole  source  of  income  is  a  salary 
of  $12,000  and  whose  paid  expenses  were  $500  [for  interest  on  a 
mortgage  covering  his  home]  $500  in  taxes  on  his  home  and  $1,000 
for  subscriptions  to  charitable  and  religious  organizations,  the  aggre- 
gate total  being  $2,000  and  inquire  whether  these  allowable  deductions 
for  income  tax  purposes  may  also  be  deducted  when  computing  the 
8  per  cent  excess  profits  tax. 

"In  reply  you  are  informed  that  for  the  purpose  of  computing 
the  excess  profits  tax  under  section  209,  the  amount  reported  in 
block  A,  form  1040,  will  be  considered  net  except  in  the  case  of  sales- 
men who  pay  their  own  expenses  out  of  commissions  or  salary  re- 
ceived and  of  professional  men  who  are  engaged  in  business  on  their 
own  account  and  pay  actual  necessary  expenses  incident  to  the  con- 
duct of  their  business.  In  the  case  cited  the  taxpayer  will  be  required 
to  pay  the  8  per  cent  tax  on  the  total  income  of  $12,000  less  the  specific 
deduction  of  $6,000  or  a  tax  of  $480."  (Letter  to  The  Corporation 
Trust  Company,  signed  by  Commissioner  Daniel  C.  Roper,  and  dated 
February  18,  1918.) 
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In  the  following  pages  will  be  found  reproductions  of  the 
forms  listed  below : 

Form        Pages 

Abatement,  Claim  for 47  290-291 

Taxes  erroneously  or  illegally  assessed   (but  not 
paid). 

Credit  for  Overpayment  of  Taxes,  Claim  for 47A  292-293 

To  be  credited  against  the  tax  due  under  any  other 
return. 

Government  Contracts  Profits  Tax  Return 11 20S  319 

Refund,  Claim  for  Taxes  erroneously  or  illegally  col- 
lected        46  288-289 

Return,   Tentative,    Corporation   Income  and   Profits 

Taxes 103  iT  294-295 

To  be  used  for  estimating  taxes  due  and  requesting 
extension  of  time  for  filing  complete  return. 
Return,  Corporation  Income  and  Profits  Tax,   1918..1120  296-303 

To   be    filed    by    every    corporation,    joint    stock 
company,   association   and  insurance  company, 
whether  or  not  it  has  net  income. 
Return,  Corporation,  Income  and  Profits  Tax,  Calendar 

year  19 19 11 20  305-3  10 

Return,  Corporation,  Income  and  Profits  Tax  for  Fiscal 

Year  Ending  in  1 9 19 1120A  •   31 1-3  18 

Return,  Information,  Subsidiary  or  Affiliated  Corpora- 
tion  1 1 22  320 
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rkSAtVUY  SSPAKTHSNT, 
V.  0,  firmiRAL  Kbv&mua. 


Stat&of 

Caiinty  of — 


CLAIM  FOR  REFUND. 

TAXES  ERRONEOUSLY  OR  ILLEGALLY  COLLECTED. 

ALSO  AMOUNTS  PAH)  FOR  STAMPS  USED  IN  ERKOK  OR  EXCESS. 


IMPORTANT, 
nb  cUm  •ImM  b*  hnnnied  l»  Um  Cdhctor  •! 
tnttnial  RcmnM  to  wliom  the  Tu  wat  ptid  aad  OMl 
'  1  by  Colkctoc't  Recti^  dMnfar. 


DvUofJttingtioU 


plainly  tlamped  here 


WriltlbM 


(AddKM  <{  eWoinU  fin  itiMt  ud  noiatKr  H  ««U  u  dtj  or  town,  iM  SUto.) 

Thia  deponent  being  dulr  sworn  according  to  law  deposes  and  says  that  this  claim  is  made  on  behalf  of  the 
claimant  named  above,  and  that  the  facts  stat^  below  with  reference  to  tho  claim  are  true  and  complete: 


1.  Business  engaged  in  hy  claimant .... 

2.  Character'  of  assessment  or  tax 


(Sixain  or  spon  wli*t  tli«  tu  vtoHMMd  oc  Uw  ftamtt  (Ilaad.) 

t.  Amount  of  assessment  or  stamps .. t... 


4.  Amount  now  asked  to  be  refunded  (or  such  greater  amount  as  is  legally  refundable) S 

5.  Date  of  payment  of  assessment  or  purchase  of  stamps .,». 

Deponent  verily  believes  that  the  amount  stated  in  Item  4  should  be  refunded  and  cUumant  now  asks  and 
deinanc^  refund  of  said  amount  for  the  following  reasons: 


And  this  deponent  further  alleges  that  the  said  claimant  is  not  indebted  to  the  United  States  in  any  amount 
whatever,  and  that  no  claim  has  heretofore  been  presented,  except  as  stated  herein,  for  the  refunding  of  the  whole 
or  any  part  of  the  amoimt  stated  in  Item  3. 


Sworn  to  and  tubteribed  hefore  me  ihit.. 
it^fof 19. — 


(KhM)  (Tilto.) 

(TUi  ladkvit  nuir  ba  fwgm  to  before  »  Deputy  Collector  of  Intentl  RereDne  without  ehaigs.) 
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CERTinCATES. 

I  certify  that  an  examination  of  the  records  of  the  Commissioner's  Office  shows  the  following  facts  as  to  the 
assessment  and  payment  of  the  tax: 


XaM^  or  TAXrxYEK. 

Clianfcter  of  uaassment 
and  period  flonnd. 

list. 

Yew. 

Month. 

Ttf- 

Liiw. 

^^. 

DmUlaU. 

Dtetrietln 
vhtebiMbl. 

$ 















Auatment  CUrt,  Internal  Hevaau  Bxitmu. 


I  certify  that  the  records  of  my  office  show  the  following  facts  as  to  the  purchase  of  stamps: 


Kbd. 

Number. 

DaUofsale 
or  issue. 

If  special  Ux  stamp,  8tat«: 

Amouot 

Serial  nomber. 

Pwiod 

J 



LlI 


Sch^iila  Number 

Mlowed  or  Rejected  Number 

Clumant ..„ 

Address ,. 


District. 


(Mature  ol  tax.) 


Examined  and  submitted  for  action-. 


-,  19 


Chto  emmlTWl  by— 


CbUm  approved  by— 
CU4  of  OltitUm. 


COMMrrTEE  ON  CLAIMS. 


Amount  claimed S 

Amount  allowed S 

Amount  rejected $ 
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njAStntY  DKPARTiniNT, 


State  if - 
County  of^ 


CLAIM  FOR  ABATEMENT 

TAXES  ERRONEOUSLY  OR  ILLEGALLY  ASSESSED 


of  Iniamal  R«v«niM  ft^mk  wbooi  notlo*  of  ■ 


Din  or  mnc  to  k 

runustui?tsiiitE 

(Nuu  ol  iHlflWlt) 


(Addna  of  cUmut;  give  stnet  ud  numbw  ••  w«B  •■  dtr  or  town,  and  SUta.) 

'This  deponent  being  duly  sworn  according  to  law,  deposes  and  says  that  this  claim  is  made  on  behalf  of  the 
claimant  named  above,  and  that  the  facts  stated  below  with  reference  to  said  claim  are  true  and  complete: 


1.  Business  engaged  in  by  claimant . 

2.  Character  of  assesement  or  tax 

3.  Amount  of  assessment 


4.  Amount  now  asked  to  be  abated 


Deponent  verily  believes  that  the  amoimt  stated  in  item  4  should  be  abated,  and  claimant  now  asks  and 
demands  abatement  of  said  amount  for  the  following  reasons: 


Sworn  to  and  subscribed  before  me  this  Signed 

_____  day  of ... 


-,  19- 


WriuNax 


(TUi  affidarit  may  b«  nrom  to  before  a  Dejjuty  Collector  ti  Internal  Bevenue  vithout  chaise.) 
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CERTIFICATE  OF  ASSESSMENT 

I  certify  that  an  examination  of  the  records  of   the  Commissioner's  OflSce  shows  the  following  facts  as-  to  the 
assessment  and  payment  of  the  tax: 


Naue  and  address. 

CBABAcnR  or 

ASSESSKEKT  OR 

AsnctE  Taxed. 

Period 
Covered  bt 
AssessMmt. 

List. 

! 

Ybar.      Month.      Pagk.      Lttn.  j           Amowwt. 

:     :    1   • 

L ! .: 

i     ! 

"1 

i 

!          1 

~ r 

1     ! 

1 

i 

1 



:-j---j 1 - 

Atutmtnt  Clerk.  Internal  i?n:«nue  Bureau. 


Abatement  Order  }fo. . 


Claimant . 

Address 


(NUun  of  kix.) 


CUim  winihwH  ty — 


CUinj  Kpyr«v*4^- 


ChUf  0/ DicUion. 


Amount  claimed,  $.. 
Amount  allowed,  t- 
Amount  rejected,  t- 


Examined  and  submitted  for  action ,  10... 


COMMITTEE  ON  CLAIMS  i 
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TBEASUUY  DKPARTUENT, 


State  of .... 
County  of . 


CLAIM  FOR  CREDIT 

TAXES  PAID  IN  EXCESS 


of  tnt«mai  R«v*nu«  from  whom  notico  of  ■ 
fnont  was  rocolvod. 


Mil  or  ruw  TO  u 


rUniTSttMKIBUE 


Wr>«Naox 
••  il  eu  k 


(Addn«  of  cUlmant;  giT»  ftiwt  and  noinber  u  waU  u  dtj  or  town,  ukd  8ut«.) 

This  deponent  being  duly  sworn  according  to  law,  deposes  and  says  that  this  claim  is  made  on  balialf  of  the 
claimant  named  above,  and  that  the  facts  stated  below  with  reference  to  said  claim  are  truo  and  complete. 

1.  Business  engaged  in  by  claimant . 

2.  Character  of  assessment  or  tax . 


3.  Amount  of  tax  paid 

4.  Portion  of  No.  3  claimed  as  a  credit . 


8— ■-. 
$ 


„.    Taxable  year. 


5.  Unpaid  assessment  against  which  credit  is  asked % Taxable  year 

Deponent  verily  believes  that  the  amomit  stated  in  item  4  shoxild  be  credited,  and  claimant  now  asks  and 
demands  credit  of  said  amount  for  the  following  reasons: 

(Stat*  facts  regarding  alleged  overpayRMnt.) 


Sworn  to  and  subscribed  before  me  this 
.  day  of ^;:5vAfl 


Signed: 


WriuNaa. 
••>  eao  U 


(Tltk.) 


(Thia  affidavit  may  be  vwom  to  beiore  a  Peputy  Collector  of  InteioaL  Revenue  vitlioat  chaige.) 
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CERTIFICATES 

I  certify  that  an  examination  of  the  records  of  the  Conuniasionor's  Office  shows  the  following  facts  as  to  the 
assessment  and  payment  of  the  tax: 

ASSESSMENT  OVERPAID 


NAME  OF  TAXPAYER. 

Character  or 

ASSI^SSIIRNT  AND 

I'ERioD  Covered. 

List. 

Y«i«. 

Month. 

Paoi. 

Line. 

Amount. 

Date  Pai:'. 

AsaessiMnt  CUri,  Internal  Revenue  Bweau.                                                                           Collector  of  Internal  Reventce. 

ASSESSMENT  TO  BE  CREDITED 

NAME  AND  ADDRESS. 

Character  or 
Assessment  or 
Article  Taxed. 

Period 
Covered  by 

Assessment. 

Lrai. 

Ybab. 

Month. 

Page. 

LDfB. 

A-O^T. 

Aueummt  Clert,  Internal  Revenue  Bureau. 


Collector  of  Internal  Revenue. 


Abatement  Order  Ab. . 


Claimant 
Address  .. 


CUin  cumiiwd  W — 


CUinaprrandbj — 


Amount  claimed,  (.. 
Amount  allowed,  $.. 
Amount  rejected,  $.. 


(Nature  of  tax.) 


Examined  arid  submitted  for  action ,  19.. 

COMMITTEE  ON  CLAIMSi 
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ORIGINAL 


THIS  FORM  WITH 

DUPLICATE  AND 

REMITTANCE 

COVERING 

ONE-FOURTH 

OF  ESTIMATED  TAX 

MUST  REACH  THE 

COLLECTOR'S  OFFICE 

ON  OR  BEFORE 
MA.RCH  15,  1919 


Fena  1031  T— UNITED  STATES  INTERNAL  BEVGNnE  SERVICE 

TENTATIVE  RETURN  AND  ESTIMATE 

OF 

CORPORATION  INCOME  AND  PROFITS  TAXES 

AND 

REQUEST  FOR  EXnNSION  OF  TIME  FOR  FIUNG  RETURN 


D*Mt  writt  taUiitipftcc 


PRINT  BELOW  TAXPAYER'S  NAME  AND  PRINCIPAL  PUCE  OF  BUSINESS 


AMOUNT  PAID 


(CmMot'i  Stamp) 


CiMkaMI.. 


(To  b«  mtmti  br  lupagrar J 


(T>  b»  aatmd  hir  CollMiiir.). 


CMbctor  of  Intnnai  Rmvnn*, 


The  amount  stated  below  is  remitted  herewith'  in  paymebt  of  hot  len  than  one-fourth  of  thcescimated  amount  of  the  interne,  war- 

profita,  and  exoees-profits  taxes  for  the  year  ended .of  the  corporation 

whose  name  and  address  appear  at  the  head  of  this  form. 

An  extouion  of days  in  the  time  allowed  for  filing  a  completed  return  is  requested. 

It  is  not  {KMsible  to  file  a  completed  return  on  or  before  March  16, 1919,  for  the  following  reasons: 


Note. — A  parent  company  may  malce  a  tentative  return  and  pay  the  first  installment  of  the  tax  on  behalf  of  all  its  eubsidiario 
without  apportioning  the  tax  among  them  until  the  completed  return  is  filed. 


Estimated  amount  of  tax 

Amount  of  remittance  herewith: 


CbMk  or  draft. 

Monty  otder. 

Cumncy  or  ooln. 

Total. 

« 

$ 

» 

» 

s 

The  undersigned,  president  and  treasurer,  respectively,  of  the  corporation  whose  name  and  address  appear  at  the  head  of  this 
form,  being  severally  duly  sworn,  each  for  himself  deposes  and  says  ttiat  the  foregoing  is  a  fair  estimate  of  the  tolal  amount  of  the 
income,  war-profits,  and  excess-profits  taxes  of  the  said  corporation  for  the  period  stated  above,  and  that  the  above-stated  reasons 
why  a  completed  return  can  not  be  filed  on  or  before  March  15, 1919,  are  true. 


?f.Ti?/""^'"H  this day  of ,19. 

cnbed    before    me/  '  ' 
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DUPUCATE 

(to  b«  sent  to  Collec- 
tor-with  ori^nal) 


THIS  FORM 
DULY  APPROVED 

BY  THE 
COLLEaOR  MUST 

ACCOMPANY 

THE  TAXPAYER'S 

COMPLETED 

RETURN 
WHEN  FILED 


Fens  1031  T— UNITED  STATES  INTERNAL  REVENUE  SERVICE 

TENTATIVE  RETURN  AND  ESTIMATE 

OF 

CORPORATION  INCOME  AND  PROFITS  TAXES 

AND 

REQUEST  FOR  EXTENSION  OF  TIME  FOR  HUNG  RETURN 


rUNT  BELOW  TAXPAYER'S  NAME  AND  PRINCIPAL  PUCE  OF  BUSINESS 


PENALTIES 


F«rlbkiitF*lMtr 
FraaUotRHB^ 

Not  exceeding  110,000 
or  not  exceeding  one 
year's  imprisonment, 
or  both,  in  the  dis- 
cretion of  the  court, 
and,  in  addition,  50 
per  cent  of  the  tax 
evaded. 

Fw  Fiibf  !•  Mik* 
RctmsaTw. 

Not  more  than  $1,000, 
and,  in  addition,  25 
per  cent  of  the 
amount  of  tax  due. 


(T6  b*  •aland  b7  taspifar ) 


No... 

(T9h»tD»mi  br  CoDMtor.) 


Cott»clor  of  Internal  Rmnnam, 


The  amount  stated  below  is  remitted  herewith  in  payment  of  not  less  than  one-fourth  of  the  estimated  amount  of  the  income,  war- 
profits,  and  excess-profits  taxes  for  the  year  ended of  the  eorporatibn 

whose  name  and  address  appear  at  the  head  of  this  form. 

An  extension  of days  in  the  time  allowed  for  filing  a  completed  return  is  requested.  , 

It  is  not  possible  to  file  a  completed  return  on  or  before  March  15, 1919,  for  the  following  reasons: 


NoTe. — A  parent  company  may  make  a  tentative  return  and  pay  the  first  installment  of  the  tax  on  behalf  of  all  its  subsidiaries 
without  apportioning  the  tax  among  them  until  the  completed  return  is  filed. 


Estimated  amount  of  tax $. 

Amoimt  of  remittance  herewiith: 


Check  or  draft. 

Monqr  order. 

Cumnoy  or  ooin. 

ToUL 

S 

S 

$ :.. 

$ 

8 

COLLECTOR'S  APPROVAL 

In  consideration  of  the  filing  of  this  tentative  return  and  the  payment  of  not  less  than  one-fourth  of  the  estimated  amount  of  the  tax, 
and  for  the  reasons  stated  above,  the  time  for  filing  the  completed  return  of  the  taxpayer  whose  name  and  address  appear  at  the  head 

of  this  form  i.s  hereby  extended,  b^  authority  of  the  Commissioner  of  Internal  Revenue,  until ^ 

If  the  remittance  accompanying  this  tentative  return  exceeds  one-fourth  of  the  tax  as  computed  on  the  completed  return,  the. 
excess  will  be  credited  against  the  balance  remaining  to  be  paid.  If  the  remittance  is  lees  than  one-fourth  of  the  tax,  the  balance  due, 
with  interest  at  the  rate  of  six  per  cent  per  annum  from  March  fs,  1919,  must  accompany  the  completed  return.  If  the  amount  paid 
exceeds  the  total  tax  as  shown  by  the  completed  return,  the  excess  will  be  refunded. 


Collector  of  Internal  Revenue. 
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DEUVER  OR  SEND 

THIS  RETURN 

TO  COLlEaOR  OF 

INTERNAL  REVENUE 

ON  OR  BEFORE 

MARCH  IS,  1919 

IF  EXTENSION  OF 

TIME  FOR  FILING  RETURN 

HAS  BEEN  GRANTED 

THE  AUTHORIZATION 

MUST  BE  AHACHEO  TO 

THIS  RETURN 


Pk^e  I — Smnmary 

Form  IiaO-UNITED  STATICS  INTKRNAL  REVENUE  8EKVICE 

CORPORATION  INCOME  AND  PROFITS  TAX  RETURN 

FOR  CALENDAR  YEAR  1918 


Fiical  Period  begun 


,  and  ended 


,  1918 


lOlIT  »M  Im 
««>  •M-tew* 
•I  A*    lu    (Ita 

StUiale    IVr  Ike 


E»r 


(Print  pUinly  cotporation's  nam*  and  principal  plac*  of  tnialaaM) 


(DO  NOT  Wlin  MmS  WACt ) 

PAYMENT 

CAJH 

$ 

$ 

cncx 

H.a 

$.- 

CBtr.  OTMOw 

$ 

(CuMm's  Sc«ap) 


SCHEDULE  I— NET  INCOME. 


IT». 

Wll 

UM 

MU 

t 

1 

2.  PIiu  UQOunt  of  corporation  excise  tAx  paid  in  each  year 

3.             ToiAM  fOR  1911. 1912,  AM)  1913 

1 

t 

1 

5             NnToTAl,  TOE  1918 , 

• 

■~^ 

6.  Atekaoe  Net  Ihoohz  for  Pszwab  PnioD  (mm  of  itema  on  line  3  for  1911  and  1912  and  Item  5  tor  1913,  divided  by  number  of  yeua) 

1 

7.  Net  Incomb  fob  Taxable  Year  (Item  2.'>,  Schedule  A,  page  2) 

t 





'^. 

SCHEDULE  II— INVESTED  CAPITAL. 


ITZM. 

1911 

lOU 

»u 

Taxasu  Ybab. 

1.  CM>>ULHrita.udiiiidiTidedFn6taUtbedoMorilMpne«lia(r«rMriK>n 

s 

1 

1 

2.  PIu8  adjustmonls  by  way  of  additions  (from  Schedule  F). 

- 

" 

4.  LMsadjustmentsby  way  of  deductions  (from  Schedule  G) 

6.  nus  or  minus  chanses  in  invested  capital  during  year 

(from  SchcdulesH  and  J) 

8.  Leas  deduction  on  account  of  inadmisaible  assets  (from 
ScheduifL) 

9.             Ikvebtko  Capital  for  Each  Yeab 

,    i 

, 

t 

s 



11.  Increabk  OB  Decbkase  IN  Ijtststed  Capital  FOR  Taxa 

3leYea 

rabCo> 

PARED  V 

itthA 

VEKAOE 

Prewar 

In-vestv- 

dCap 

TAL  (Indicate  decrease  by  "D") 

1 

SCHEDULE  III— EXCESS-PROFITS  AND  WAR-PROFITS  CREDITS. 

If  this  return  is  made  for  a  period  less  than  a  full  year,  Items  3  fmd  S  must  he  rcdtirod  n.s  provfded  in  paragraph  1.  paf;e  1  of  Instmctions.) 


3.  Exemption  (93.000). 


ExcESft-FBomB  CREDrr  (Item  1  idus  Item  2) 9 


4.  Average  net  income  for  prewar  period  (Item 6,  Schedule  I). 

5.  Plus  10%  of  increase  or  niinus  10%  (rf  decrease  shown,  by 

Item  U,  Schedule  II 

6.  (o)  Total  of  (or  Difperencb  Bbtwern)  Items  4  and  5, 

or  (6)  10%  of  invested  capital  for  taxable  year  (Item 
9,  last  column,  Schedule  II),  whichever  is  Uiger 

7  Exemption  ($3,000) 

8; WAR-FROFrrs  Credit  (Item  6  plus  Item  7) I> 


SCHEDULE  IV— COMPUTATION  OF  TAXES. 

WAR-PROFITS  AND  EXCESS^ROFITS  TAX  (Brack*!*  ea«  ud  tw«}. 
(If  this  return  is  for  a  period  less  than  a  full  year  the  invested  capital  must  be  reduced  as  provided  in  paragraph  1.  page  1  of  Instructions.) 


1.  Bkacuia 

S.  AMomrr  or  Nrr  Incomx  (Itkm 
7.  BcmaamM  1)  at  Eacm  Bkaosvt. 

3.    EiCM-PwOfm  Cbksit 
(ItsMA.  SonoctalU). 

4.  Balakcs  Soanct  to  Tax. 

«. 
Rats. 

6.  AnoonorTAX. 

1 

t 

30% 
65% 

1 

3.            Totals 

$ 

( 

•» 

1 

» 

WARJ>ROFTTS  AND  EXCESS4>ROF1TS  TAX  (Braclwt  iWm). 


4.  Net  income  for  taxable  year  (Item-7,  Schedule  I) S 7.  Eighty  per  cent  of  Iton  6.  t 

5.  Less  amount  of  war-profits  credit  (Item  8,  Schedule  III)  ^ 

6.  Balancx Il 

10.  Total  WAR-pROFna  and  Excis»-PROFm  Tax  as  CouFtnxD  Xtnder  Section  301  (a)  (Item  3  column  6  plus  Item  9) . ..'..'. .' |S. 

11.  TotalWar-Profttb  AND  ExcEea-pRorrrs  Tax.  if  CoMPTrreo  under  Section  302,  303,  304  (e)  or  337  (see  InatJUCtw)^.  page  1,  paragraphs  6  and  7)". 


INCOME  TAX. 


War-profita  and  exoei 
Drofits  tax  (Iuk  lo  or  ii) 
Ejiemption  ( ttdOS  nalM  nt 


jiemption 
16.  Balance 


c  (Item  12  leas  Itema  13,  14.  and  15) JS^ 

20.  Total  WAR-pROFrre,  ExcEaft-PnonTH, 


17.  Taxon2%onIteml6. 


accrued  to  foreign  oountriea  on  inoome  aiisinK  from 
sources  therein,  and  to  posBeasions  oi  the  TJnitedStatea 
(aee  Sections  238  and  240  (c)  of  Revenue  Act  of  1918) 


>  In<'omk  Taxfj*  (except  i 


6  of  a  fiacal  year)  (Item  18  r 


ADJUSTMENT  OF  TAX  FOR  FISCAL  YEAR  ENDED  IN  1»1S. 

21.  That  proportion  of  Item  20  which  the  number  of  months 
within  the  calendar  year  1918  is  of  the  number  of 

t 

24.  Leestotaltaxalieadypaidforthe6scslyeweadedinl»lg. 

25.  BALA.VCK  OF  Tax 

t 

«U*  ta*  MwUr  of  BoMlM  wrthia  the  «lMdv  jmr  1917  b  of  Um  DiwtMr 

1 

26.  TaK  paldt  On  submiosion  of  tentative  return  (1031  T).  $ ,  by  remiituiicc  accompanving  this  return,  $ Total. 

1 

->                                                              ■' 

»-M« 

> 
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Pa^e  2 — Income  Schedules 


SCHEDULE  A— TAXABLE  NET  INCOME. 

Note.— Railroad  corporatioiw,  banks,  insurance  companiw,  and  other  cor|x)rR(ionB  required  to  Bubmit  statcinrnts  of  income  and  expenses  to  any  nalional,  State,  municipitl,  or  other 
public  officer  may  nubmit  instead  of  Schedule  A  a  Rt.'tteiiiont  of  income  and  expenses  in  the  fitrin  in  which  Buhniit(«H  to  such  officer.  In  such  cues  the  taxable  net  income  will  be  recon- 
ciled by  means  of  Schedule  B  with  the  net  profile  shown  by  the  income  and  exi>en»e  statement  submitted,  and  should  be  ent^^ed  as  Item  7,  Schedule  I.  page  1.  , 


CROSS  INCOME. 


.  GroM  sales,  less  returns  and  allowances 

.  Lc98  cost  of  goods  sold,  exclusive  of  expenses,  repain 
atoly  below  (from  Schedule  A2) 


and  other  items  called  for  separ- 


'.  Gross  income  from  o[>erations  other  than  trading  or  manufacturing,  less  allowances  (from  Schedule  A3) 

.  Interest  on  obligations  of  the  United  States  or  its  possessiona  not  exempt  (from  Schedule  A4) 

.  Interest  from  other  sources  (from  Schedule  A5) , 

.  Reutali .^ , 

,  RoyaJtiesr , , 

.  Share  of  net  income  ea 


i  December  31,  1917,  by  personal  s 


.  Dividends  on  stock  of  foreign  corjrorations  (from  Schedule  A9) 

.  Gross  income  from  all  other  sources  except  dividends  (not  including  any  amount 
miscellaneous  inveslmcnta— see  Item  23,  below)  (from  Schedule  AlO) 


corporations  (whether  received  or  not) 

respect  <A  sale*  of  capital  assets  c 


Total  of  Items  1  to  10. 


DEDUCTIONS. 

.  Ordinary  and  necessary  expenses  (except  amounts  reported  in  Item  2  above  or  called  for  separately  below,  and  not  includ- 

iDgoostorvalueofcapitalassetaormiscellaneousinveBtmentssoldduringtaxableyear — see  Item  &)  (from  Schedule  A12)  % 
.  Compensation  of  officers  (including  salaries,  commissions,  and  other  compensation  in  Whatever  form  paid)  (fronf 
Schedule  A13) 


,  Repairs  (including  tabor,  supplies,  overhead,  and  other  items  properly  chargeablt  to  repairs)  (from  Schedule  A14).. . . 

.  Interest  (except  on  indebtedness  incurred  or  continued  to  purchase  or  carry  obligations  or  securities,  other  than  obliga- 
tions of  the  United  States  issued  after  September  24,  1917,  the  interest  on  which  is  wholly  exempt  from  income  tax) . 

,  Taxes  (except  Federal  income,  war-profits,  and  excew*-profit«  taxes,  taxes  which  are  a  credit  under  Section  238,  and 
taxes  assessed  against  local  benefits  of  a  kind  tending  to  increase  the  value  of  the  property 

,  Debts  ascertained  to  be  worthless  and  charged  off  within  the  taxable  year 

Exhaustion,  wear  and  tear  (including  obsolescence)  (from  Schedule  A18) 

Amortiiation  of  ws 
Depletion  (if  deplet 
filled  in,  and  filed).. 


Total  of  Items  12  to  20 

Ddterence  Between  Items  11  j 


.  Profit  or  loss  on  sales  of  capital  assets  and  miscellaneous  investments  (from  Schedule  A23) 

LosRes  sustained  during  the  taxable  year  from  fire,  storm,  or  other  casualty,  or  from  theft,  not  compensated  for  by  i: 
surance  or  otherwise  (from  Schedule  A24)  (extend  in  last  column  net  totAl  of  Items  23  and  24) 


It  Taxable  Year  (total  of  or  difference  between  Item  22  and  Item  24,  last  column)  (to  be  entered  as  Item  7,  Schedule  1.  page  1) 


SCHEDULE  B— RECONCILIATION  OF  NET  PROFIT  PER  BOOKS  WITH  TAXABLE  NET  INCOME. 


I.  Net  profit  for  year  per  books,  before  any  adjustments 

1 

5.  Nontaxable  income: 

(a)  Interest  on  obligations  of  the  United  States  and  its 

$ 

(b)  Interest  on  obligations  of  States,  Territories,  and 

political  subdivisions  thereof 

(c)  Interest  on  Farm  Loan  Bonds  issued  under  Fed- 

(b)   rMoiM.«M-profii«,3iidne«»-profii.ti»«i«id«»eCTttrftolheUwtod 

(e)  Dividends  00  stock  of  personal  ser\'ice  corporations 
declared  out  of  profits  earned  prior  to  Jan.1,1018 

(/)  Other  items  of  nontaxable  inoome  (to  be  detailed) 

pc 

-(/)   Insurance  premiums  jpaid  on  thelifeof  any  officer  or 
employee  for  thebgnefit  of  the  corporation  or  business 

^^        oUisMioH  «  McwitM  (other  Ihu  oUi(>tiocii  of  Xht  United  SuUk 
■ned  afUr  SeptODbcr  M.  1»17)  Ute  ntowt  opoo  «h>dt  it  wboHr 

(A) 

(h)  Additions  to  reserves  for  bad  debts,  contingencies, 

(0 

(i)  

6.  Charges  against  reserves  for  bad  debts,  contingencies, 
etc:(tobedetaaed) 

(a)  

(6)  '. 

(c)   

7.  ADwuntDCMMtTtoadioitboakprrftorlcawWi  Uw  sncnsU  mnrtcd  is 

9.                    Total 

1 



■ 

4.             Total 

% 

SCHEDULE  C— BALANCE  SHEETS. 

a  of  the  beginning  and  end  of  the  taxable  year  (preferably  in  parallel  columns),  showing 
ASSETS  (CoatiBMil). 


■  for 


PiBBfaed  pnxJucU. 


r»bla  (to  U  damitd). 


Sbxk  c(  oortiontioa^- 

Bonb- 

Euapt  fwwicipiL.  8UI«,  cte.). 


Uad. 


Detircrr  «9<iipm«at. 
Ottxr  (itati  dantia). 
LMi  MMTve  tat  Ae^noAi 


Pftid  for  in  ea«b  or  otber  tuiiUe  pnpertj. 
Piid  for  ID  stock  (otfacr  tbftn  itock  dtridd  ' 
Cn*t«d  by  ftock  dirklcad  or  otberwiM. 


I  practicable  the  details  called  for  below 
liABtUTlES. 

NolMP»7«fal«> 

To  oSccn  uJ  MtoAhMm*. 
To  otbcra  (JBdwiim  buik  lotaa). 

AecttOBt*  PajabUi 

TfMte. 

Otbcr. 
Accw-od ,  ra^BM*    ud    Tfrrm.    (k*    ehafcn    nmHtg    wbeh    an 


^rlya 


AlbwiUe 


-ffl' 


bedetulwl). 


ktko«»btc  <MiwlioMTraai  lueooie  (t«  ba~<leUiirdj. 
Capital  itock  MlalaaJiBc  (to  bt  cbnlad). 
SarphM  aad  undhridad  pnfiU. 


i  full  prewar  year,  should  also  attach  to  this  return  similar  balance  sheets  (preferably 

SCHEDULE  D— ANALYSIS  OF  SURPLUS  ACCOUNT. 

Attach  hereto  an  analysis  of  the  corporation's  surplus  account,  showing  the  details  of  nil  adjustments  of  surplus  for  the  taxable  year,  as  nearly  as  practicable  in  the  foUowing  form 
1.  Surplus  at  bef^nning  of  year  per  books.  i  Deduct:  5.  Dividends  (state  date  payable  and  amount  of  each,  and  whether  in  cash  or 

Add:  2.  Total  net  pro^t  per  books  and  per  Schedule  B  (Item  1).  in  stock). 

3.  Other  credits  to  surplus  (to  be  detailed).  G.  Other  debits  to  surplus  (to  be  detailed). 

4.  Total  of  Items  1,  2,  and  3.  I  7.  Surplus  at  end  of  year  per  books. 

A  corporation  having  a  net  income  of  $3,000  or  more,  which  was  in  existence  during  at  least  one  full  prewar  year,  should  also  attach  to  this  return  a  similar  anafysts  oT  its  surplus 
oimt  for  its  first  full  prewar  year  and  for  each  subaequent  year  down  to  the  beginning  of  the  taxable  year.  i— «mo 
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Pag«  3 — Ineome  SchadolM— <^ncliulMl 

SCHEDULES  SUPPORTING  SCHEDULE  A 

The  flcfaedulM  called  for  Mow  should  b«  prepared  and  firmly  stapled  to  this  return.  Designate  each  schedule  with  the  number  of  the  item  in  Schedoi* 
A  which  it  explains.  Make  schedules  on  paper  of  uniform  size  so  far  as  practicable.  In  the  space  provided  for  Um  porpoM  on  page  6  list  all  ■*'fcM"'w 
attached  to  this  return,  giving  the  title  and  schedule  number  of  each.  "~' 


la  support  of  Itam  2,  Scbednl*  A.  corporsUoiu  eogacad  Id  maaatactarlOK  or 
trsdUc  opsrmllou  tlKniUl  lubmlt  an  analrilt.  Id  reaaonabto  d«UU.  of  th«  cost  ot 
foods  sold.  This  ■Utemcnt  should  ordlQarlly  toclada  th«  followlDC  Itona  trat 
■hottld  not  Indud*  anjr  expvnie  Itsma  called  for  separmt«l7  In  Scbodale  A. 

1.  InTsalorles  at  bofloDlDg  of  period  (to  b«  reconciled  with  balance  tbse<). 

t.  ParchSMS  during  period. 

S.  Labor  aod  wmm  ordinarily  charged  to  manufacturing  cost  oo  the  cor> 

pontlon'i  book!,  ihowlng  the  principal  Itenu  separate!/. 
4.  Other  ezpeDaea  ordinarily  charged  to  maDutactnring  coet  on  the  cor- 

pormlloa'i  boolu.     (SUte  eeparately  large  or  uausual  Items.) 
K.  Tdtai. 

Deduct: 

1  iDTentorles  at  close  of  period  (to  be  reconciled  with  balance  sheet) 
7.  Cost  of  goods  sold  (Item  6  lese  Itam  6). 
NoTS.— InTvntorles  should  be  valued  at  (a)  coet  or  (b)  cost  or  market,  which- 
ever is  lower.  proTlded.  howerer,  that  whicherer  basis  was  adopted  by  a  taxpayer 
for  the  taxable  year  1917  must  be  coutlDued  untees  upon  application  to  the  Cem- 
mlaelouer  permtsaioD  Is  graated  to  change.  If  basis  (t)  is  need  It  most  tw  applied 
to  each  Item  in  the  ISTentory  and  not  to  a  part  only.  InTentorteo  should  be 
recorded  Id  a  legible  manner,  properly  computed  and  summarised,  and  should  bf 
preeerTed  as  s  part  of  the  accounting  records  of  the  tsxpayer.  (See  Articles  1581 
to  l&SS  ot  ReguUtions  No  4(.) 

State  here  which  of  the  abors-mentloned  bases  for  vahilag  laTsntorles  Is  used 
la  this  ffvtum 

SCHEDULE  A3 1  CROSS  INCOME  FROM  OI>ERATIONS  OTHER  THAN  TRAD- 
ING OR  MANUFACTURING.  LESS  ALLOWANCES. 

Submit  a  schedule  showing  the  nature  and  amount  ot  the  principal  Items 
included  In  Item  i.  Scbedate  A. 

Lite  luurance  companlee  sbonld  enter  a  Item  t.  Schedule  A.  the  total  pre- 
miums recetred  from  policyholders  less  such  portion  theretrf  ss  has  been  paid  bade' 
or  credited  to,  or  treated  as  an  abatement  of  premiums  of,  such  policyholders 
within  the  taxable  year.     (See  Articles  S46  and  S47  of  Regulations  4S.) 

Mutual  marine  luurance  companies  should  report  as  Item  9,  Scheduls  A.  the 
gross  premiums  collected  and  received  by  them  less  amounts  paid  for  relnsnraDce. 

SCHEDULE  A«:    INTEREST  ON  OBLIGATIONS  OF  UNITED  STATES  OR  ITS 

POSSESSIONS  NOT  EXEMPT. 

Eater  In  table  below  the  maximum  amount  of  Liberty  Boade  and  other  obliga- 
tions of  the  United  Statet  Issued  since  September  34,  1917  (par  ralue)  held  at 
any  one  time,  from  which  interest  was  derived  during  the  taxable  year: 


LOuaorOMMitmL 

lUuDnwAjMNnrrar              !       1,  llAmnt 

b.  rw  Lteto  LM.MCvwtad  M>  8m)m4  Lms 

"^  K5ISffl?{r-*^*'~' 

Non.— This  exemption  as  to  Items  la  snd  lb  (maximum  $45,000)  Is  limited 
to  one  and  one-half  times  the  amounW  of  bonds  of  the  Fonrth  Uberty  Loan  origi- 
nally subscribed  for  and  still  held.    State  that  amount  here,  $ 

In  order  to  ascertain  the  amount  to  be  entered  as  Item  4,  Schedule  A.  refer  flrat 
to  the  table  abore. 

If  the  amount  entered  In  column  2  of  the  table  for  any  class  ot  obligations 
exceeds  the  maximum  exemption  for  the  same  class  of  obligations  t^os  any  part 
of  the  15,000  exemption  assigned  to  that  class  (see  colnnm  3),  attach  hereto  a 
schedule  showing  In  separate  columna  the  following  Information:     . 

(s)  Class  of  obllgatlona 

(b)  First  snd  last  dates  of  each  period  during  which  the  corporation's  holdings 
of  that  class  of  obligations  remained  unchanged. 

(c)  Amount  of  obligations  of  that  class  held  by  the  corporation  during  each  such 
period. 

(d)  Amount  by  which  each  amount  enter«d  In  column  (c)  exceeds  the  maxi- 
mum exemption  for  that  class  of  obligations. 

(e)  Rate  of  Interest 

(/)Interest  derired  from  eadi  amonnt  of  principal  stated  In  column  (d). 

For  the  purpose  of  showing  changes  In  holdings  and  applying  the  exemption, 
classes  la  and  lb  most  be  taken  Jointly,  but  for  the  imrpose  of  computing  the 
taxable  interesf  they  must  be  entered  separately. 

Enter  as  Item  4,  Schedule  A,  the  total  ot  column  (f)  for  all  classes  of  obligations. 

Submit  slso  a  statement  showing  the  amount  of  interest  derived  from  bonds 
and  other  obligations  of  the  United  SUtes  and  Its  possessions,  excIualTo  of  those 
described  In  the  table  abOTS. 

SCHEDULE  AS:  INTEREST  FROM  OTHER  SOURCES. 

Submit  a  schedule  showing  the  source,  nature,  and  amount  of  the  principal 
items  iDclnded  herein,  the  minor  Items  being  grouped  In  one  flgnre.  The  total  ot 
the  schedule  should  be  entered  ss  Item  6.  Schedule  A. 

For  Interest  on  foreign  bonds  submit  a  schedule  showing  (a)  name  of  country; 
(5)  kind  of  obligations  (whether  national,  state,  mnnlciiwl,  or  corporate  obliga- 
tions); (c)  amount  of  principal;  and  (d)  amount  of  interest 

SCHEDULE  Ml  DIVIDENDS  ON  STOCK  OF  FOREIGN  CORPORATIONS. 

Submit  s  schedule  showing  (o)  nsme  of  corporation;  {b)  country  In  which 
organised;  (c)  toui  par  ralue  of  stock  held;  and  (d)  amount  ot  dividends. 

SCHEDULE  AlOi    GROSS   INCOME  FROM  ALL  OTHER  SOURCES  EXCEPT 
DIVIDENDS   (not   including  any  ameunt   in   reject  of  capital  assets  or 

miscetlaneoiu  inveetments) . 

Submit  a  schedule  shewing  the  source,  nature,  and  aasoont  ot  the  principal 
items  Included  herein,  the  minor  Items  being  grouped  In  n««  Qcvr*.  The  total  of 
the  schedule  should  be  entered  ss  Item  10,  Schedule  A. 

SCHEDULE  AUi  ORDINARY  AND  NECESSARY  EXPENSES  (enept  amounU 
,    called  for  separataly  In  ScbmluU  A  and  not  Including  east  or  value  ot  c^tal 

asesti  or  ihleeellaneoMs  inveetm««ts  aold.durlng  tasabla  year). 

Submit  a  statessent  shea*  i  character  and  aasount  of  the  prbulpal  tteau 
iadndsd  U  Itsn  ll.'  Sobsdate  A. 


insurance  companies  should  stau  ssparatsty  la  Schedule  All   (a)   ths  nst 
addlUoB  rsqulred  by  Uw  to  be  made  within  tbs  taxable  year  to  isserve  funds  (I 
eluding  in  the  case  of  asssssment  losnraaee  oompaalss  the  actual  deposit  of  sn 
with  Stats  or  Territorial  ottcera  pursuant  to  Isw  as  additions  to  guaraatee 
rsserre  funds;  snd   (ft)  the  tout  of  sums  other  than  dividends  paid  wlthlv  dM 
year  oa  policy  and  annuity  contracts. 

Corporations  issuing  policies  covering  llfs.  health,  and  accident  tnsuraae* 
comblnad  In  one  policy  Issued  on  the  weekly  premlam  payment  plan  contlaniac 
for  life  and  not  subject  to  canosllatlon  should  report  la  Schedule  A12  sudh  part 
of  ths  net  addition  (aot  re^iuired  by  taw)  made  within  the  taxable  year  to  re 
foDds  ss  la  required  for  (hs  protection  of  the  holders  of  such  poUdea. 

Mutual  marine  Insurance  companlea  should  report  In  Schedule  All  amooals 
repaid  to  policyholders  on  account  of  premiums  previously  paid  by  them  and  latsrcit 
pi^d  upon  such  amounta  between  the  sscertalnmeot  and  the  payment  thereof. 

lltttual  insurance  companies  (other  than  mutual  life  and  mutual  marine  lasn^ 
ance  companies)  tliat  require  their  members  to  make  prsmlnm  deposits  to  provtf* 
for  losses  and  expenses  should  report  In  Schedule  Alt  the  amount  of  premtas 
deposits  returned  to  their  policyholders  and  the  amount  of  premlam  deposlls 
retained  for  the  payment  of  losses,  expenses,  and  reinsurance  rsaervss  (ualSM 
deducted  elseirhere  In  Schedule  A). 
SCHEDULE  A13:  COMPENSATION  OP  OFnCERS. 

Submit  s  schedule  showing  for  each  oflker  (1)  name.  (I)  duties,  <t)  tims  d»* 
voted  to  such  duties,  (4)  shares  of  stock  ownsd,  (S)  totsl  annual  rTmrrTinstliHI 
for  the  years  1916,  1917,  and  1918,  and  (6)  reasons  for  incressss. 
-  SCHEDULE  A14:  REPAIRS  (including  labor,  supplies,  overliMd,  and  other  HesM 

properly  chargeable  to  repairs). 

Submit  a  schedule  showing  the  nature  and  amount  of  the  principal  Items 
included  In  Item  14,  Schedule  A. 

Incidental  repairs,  which  do  not  add  to  the  ralue  or  sppredshly  prolong  the 
life  ot  property,  sre  deductible  ss  espensea.  Bxpsadlturcs  for  new  boildlnga  or 
tor  permanent  Improvements  or  betterments  which  Incresse  the  value  of  tha  prop- 
erty are  chargeable  to  capital  account  Sxpendltores  for  restoring  or  replacing 
property  are  not  deductible  under  this  or  any  other  item  ot  the  return.  Soeh 
expenditures  are  chargeable  to^  capital  account  or  to  depreciation  reserves,  depending 
oa  the  treatment  of  depreciation  on  the  books  ot  ths  taxpayer. 
SCHEDULE  Altt  EXHAUSTION.  WEAR  AND  TEAR  (Inauding  obeelMc«nc«). 

Submit  a  columnar  schedule  containing,  in  the  most  practicable  form.  sub. 
staatlally  the  following  Information: 

1.  A  classification  ot  depreciable  assets  subdivided  on  the  basss  ot  (a)  character. 
(6)  term  of  useful  life. 

2.  The  fair  market  value  of  such  assets  March  L  1913.  if  acquired  bsCore  that 
data 

3.  The  cost  ot  such  assets  If  acquired  after  Fe&mary  2S,  1913. 

4.  The  estimated  lite  or  term  of  reasonabla  usefulness  of  such  assets  trom  dst« 
acquired  or  from  March  1,  1913,  ss  the  case  requires.  Otve  reasons  for  yonr  con* 
citislotta 

6.  For  each  class  of  assets  state— 

(a)  The  total  amount  of  depreciation  from  March  I,  1913,  to  tlie  be- 

ginning of  the  taxable  year. 

(b)  The  total  amount  of  depredation  (exhaustion,  wear  and  tear.  In* 

eluding  obeolescence)  claimed  for  the  taxable  year. 

6.  A  reoonclllatlon  of  all  figures  shown  In  this  schedule  with  corre^ondlng 
flguree  reflected  In  the  balance  sheets. 
SCHEDULE  AI9:  AMORTlZATION^OFiWAR^ACIUTIES. 

It  amortization  of  war  facilities  Is  claimed  tha  taxpayer  is  required  to  submit 
with  this  return  the  information  and  schedules  called  for  In  Articles  181  to  187  ot 
Regulations  46.  " 

SCHEDULES  A23  and  AZ4:    PROFIT  OR  LOSS  ON  SALES  OF  CAPITAL  ASSETS 

and   miscellaneous   investments,   and   losses  siistajnod   during  the  taaabU 

year  from  fire,  atorm.  or  othar  casualty,  or  from  theft,  not  compensated  for 

by  insurance  or  otherwise. 

Submit  a  columnar  schedule  setting  forth  for  each  sale  ot  capital  sssets  or  of 
miscellaneous  Investments  and  for  each  loes  daring  the  taxable  year  the  Informa- 
tion called  for  below: 

1.  Description  ot  property  sold  or  ot  property  In  rcepect  ot  which  a  loss  Is 
claimed. 

2.  Date  acquired. 

3.  F^ir  market  prica  or  value  on  Marc^  L  1913.  If  acquired  before  thst  date,  or 
coet  If  acquired  after  February  XS.  1913. 

4.  Coet  of  improvements,  it  any,  sines  February  28,  1*13,  or  slaee  date  of 
acquisition.  If  aoiulred  aftar  February  28.  1913. 

6.  Total  of  Items  3  and  4. 

Less 

5.  Depreciation  or  depletion  of  property  subject  thewte 

(a)  Per  books. 

(6)  Accrued  but  not  on  books. 

7.  Salvage  value,  it  any,  ot  property  on  which  a  loss  Is  clalaMd. 

8.  Amount  ot  insurance  or  other  recovery  on  property,  If  any. 

9.  Proceeds  ot  sale  or  cash  value  of  property  receivad  In  exchange  (for  transac- 
tlons  falling  In  Item  23.  Schedule  A)  (see  Npte). 

10.  ToUl  of  Items  6  to  9.  Inclusive. 

11.  Profit  or  loss. 

12.  Cause  of  loss  (for  losses  falling  in  Item  24,  SchsdnleA). 

NoTs.— Submit  evidence  substantiating  the  basis  used  by  TOv  In  arriving  at  the 
cash  value  of  property  received  In  exchange  for  other  propwty. 

COMPENSATION  AT^RATE  OF  $3,000  OR  MORE  PER  ANNUM. 
Submit  a  schedule  showing  for  esch  employee  (It  s  stodiholder  of  the  oorpora> 
Uon),  whose  compensstloa  Is  at  the  rate  of  13.000  or  more  per  annum,  tutm  similar 
io  those  called  tor  in  Schedule  A13. 

WORKING  PAPERS. 
Every  corporation   should   preserve,  available   for  Inspection   by   s   revenue 
offlcer,  working  papers  showing— 

1.  The  balaaoe  In  each  account  on  the  corporatloa's  books  thst  was  used  la 

prepsrlng  Schedule  A- 

2.  The  amount  deducted  from  each  such  balance  on  Recount  of  each  clsas  of 

non-taxable  income,  unallowable  deductions,  and  other  adjustments  indi- 
cated la  Schedule  B,  with  a  reference  to  the  number  of  the  Item  In 
Schedule  B  in  which  »ch  amount  so  deducted  was  Included. 
8.  The  remainder  of  each  such  balance,  analysed  to  show  the  smount  in 
eladed  in  each  Hem  of  Schedule  A.  vlth  a  referenee  to  the  anmber  of  the 
Itsa  ta  Sebsdils  A  tn  vhteh  ench  Meh  laevnt  wst  tnslndia 
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Tmip  1— InTMted 
SCHEDULE  E-CAPITAL,  SURPLUS,  AND  UNDIVIDED  PROFITS  AS 


Capital  SehedolM 

SHOWN  BY  BOOKS  BEFORE  ANT  ADJUSTMENTS  ARE  MADE  THEREIN. 


C4.  Stock  actually  outstandlDg  at  the  end  of  the  preceding  taxable  year  should 
be  entered  In  tbta  schedule  to  the  extent  that  It  Is  paid  up.    If  stock  or  dhares  were 
iMued  at  a  nominal  value  or  vithout  par  value,  the  entries  should   reflect  the 
amounU  on  the  uooka  In  reepect  thereof  at  the  close  of  the  preceding  taxable  year. 

E5.  This  Item  should  Include  paid-in  surplus  per  books  at  the  end  of  the  pre- 
ceding year.     If  any  amount  Is  claimed  under  Section  826(q)(2)  of  the  Revenue 
Act  of  1918  or  under  Article  837  of  Regulations  4S  the  amount  claimed  should  be 
entered  under  Item  1.  Schedule  F.  and  not  In  this  schedule. 

E7.  Reserves  which  represent  allocations  of  surplus  and  were  not  accumulated 
through  deductions  made  In  computing  net  Income  as  returned  In  previous  years 
may,  if  properly  explained,  be  entered  on  line  7.  Such  entries  should  be  Identlfled 
and  if  neceaaary  reconciled  with  balance-eheet  reserves. 

E9.  The  coct  (or  book  value  If  different  from  cost)  of  treasury  stock  held  at 
the  end  of  the  preceding  uxable  year  should  be  deducted  on  line  9,  If  the  par  value 
of  such  stock  Is  Included  In  the  amount  entered  on  line  4.  Treasury  itock  Includes 
all  atock  reacquired  by  the  corporation  and  not  canceled,  regardlesa  of  the  reason 
for  the  acquisition. 

i„.. 

1911 

1912 

ua 

TuuuYui. 

Capital  stock  paid  up  and  actually  outBtandtog  at  the  clow  of  the 
■    preceding  year. 

1 

.:  .. 

Surplus  and  undivided  profits: 

7.  Reserves, additions  to  which  are  DOtdeductible>ncomput- 
ing  netincorae  (to be  reconciled  with  balance-eheet  items) 

%. 

' 

9.  Deduct  cost  of  treasury  stock  (or  book  value  if  different^ 

10.               Net  TOTAl,  (Item  8  minus  Item  9) 

« f 1 l... 

0 
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SCHEDULE  F— ADJUSTMENTS 

Pi.  If  an  addition  to  Invested  capital  is  claimed  in  Item  1,  Schedule  P.  submit 
abatement  showing  (a)  the  kind  of  pioperty,  (6)  the  year  In  which  It  was  paid 
In.  (c)  from  whom  acquired,  explaining  his  relationship  to  the  corporation,  (d)  the 
actual  cash  value  of  such  property  at  the  date  when  paid  In,  (e)  the  par  value  of 
stock  or  shares  Issued  therefor  and  the  amount  at  which  such  property  is  entered 
In  the  accounts,  and  if)  the  basis  upon  which  the  actual  cash  value  of  the  property 
w^  determined  and  the  date  when  such  determination  was  made. 

Fa.  If  an  addition  to  invested  capital  is  claimed  In  Item  2,  Schedule  F,  submit 
a  statement  showing  (a)  the  kind  of  property,  (b)  the  year  In  which  It  was  acquired, 
(c)  its  cost,  ((f)  the  amount  of  depieclation  sustained  on  such  property  from  the 
date  of  acquisition  to  the  tieglnning  of  the  taxable  year.  State  also  whether  each 
Item  sought  to  be  restored  was  actually  used  or  usable  at  the  beginning  of  the 


BY  WAY  OF  ADDITIONS. 

taxable  year.  Were  these  expenditures,  when  made,  written  off  In  lieu  of  deprecia- 
tion?       It  so,  explain  what  adjustmenta  have  been  made  to  provide  for 

depreciation.  In  view  of  the  proposed  restoration  to  surplus. 

F3.  If  any  addition  to  Invested  capital  Is  claimed  In  Item  3,  Schedule  F,  state 
specifically  the  amount  of  depreciation  written  off  each  year  in  the  books  of  the 
company,  and  the  amount  allowed  as  a  deduction  In  computing  net  Income. 

F4.  If  apy  assets  of  the  trade  or  business  In  existence  during  both  the  taxable 
year  and  any  prewar  year  are  Included  In  the  Invested  capital  for  the  taxable  year 
but  not  for  such  prewar  year,  or  are  valued  on  a  different  basis  in  computing  the 
Invested  capital  foi  the  taxable  year  and  such  prewar  year,  entries  should  be  made 
in  this  schedule  adjusting  the  Invested  capital  for  each  prewar  year  affected  eo  as 
to  value  such  assets  upon  the  same  basis  In  the  prewar  period  as  In  the  taxable  year. 
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of  stock  iMKd  llMnfo  or  cT STudb  or  otbtr  fw»irWfitiM  paid  thtTctar  (ArticW^ 
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L 

1 

3.  Depreciation  chained  in  the  accounts  of  the  corporaliop  but 

1 

4.  Adjustment  of  valuation  of  a«sets  in  existence  both  during 

.X. 

XXX 

xx. 

7 

8.  '          Total k 1 1 1 

........I 
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SCHEDULE  G— ADJUSTMENTS 

Is  any  patent,  copyright,  secret  process  or  formula,  good  will,  trade-mark, 


when  paid   in? In 


of   the  par  value  of  the  stock  issued   there- 


standing  at  the  beginning  of  the  taxable  year? 

If  the  answer  to  any  of  the  foregoing  questions  Is  "yes"  submit  a  statement 
showing  separately  with  respect  to  such  assets  acquired  (1)  before  March  3,  1917, 
and  (2)  on  or  after  that  date:  (a)  Date  of  acquisition;  (6)  cash  value  at  that  date, 
with  a  complete  explanation  of  the  basis  upon  which  such  cash  value  was  deter- 
mined; (c)  par  value  of  the  atock  issued  therefor;  (d)  par  value  of  total  stock 
outstanding  March  3, 1917;  (e)  par  value  of  total  stock  outstanding  at  the  beginning 
of  the  taxable  year;  (H  the  value  at  which  such  assets  are  entered  on  the  books 
of  the  corporation. 

If  all  the  intangibles  were  acquired  before  March  3,  1917,  the  amount  by  which 
(/)  exceeds  (6),  (c)  25  per  cent  of  id),  or  25  per  cent  of  (e),  whichever  Is  lowest, 
must  be  entered  as  Item  1,  Schedule  O,  for  the  taxable  year  and  for  each  year  of 
the  prewar  period  that  Is  affected. 

If  the  intangibles  were  acquired  on  or  after  March  3.  1917,  the  amount  by 
which  the  entry  In  (/)  relating  to  such  Intangibles  exceeds  (ft)  or  (c)  relating 
thereto,  or  25  per  cent  of  (c),  whichever  la  lowest,  must  be  Included  In  Item  1, 
Schedule  O,  for  the  taxable  year:  Provided,  that  If  Intangibles  were  acquired  be- 
fore March  3.  1917,  and  also  on  or  after  that  date,  deduction  shall  be  made  so  that 
the  amount  Included  In  invested  capital  for  the  aggregate  of  intangibles  shall  not 
exceed  25  per  cent  of  the  par  value  of  the  total  stock  outstanding  at  the  beginning 
of  the  taxable  year. 

Note. — If  the  stock  of  the  corporation  was  Issued  at  a  nominal  value  or  with- 
out par  value,  for  the  purpose  of  the  computation  under  Item  1  the  par  value  shall 
he  deemed  to  be  the  fair  market  value  as  of  the  date  or  dates  of  issue.  The  aggre- 
gate value  80  determined  of  stock  ontstanding  on  March  3,  1917,  or  at  the  b^o- 
ning  of  the  taxable  year,  shall  be  the  basis  lor  the  computation. 

Ga.  Is  any  tangible  property,  paid  in  for  stock,  entered  on  the  books  of  the  cor- 
poration at  a  value  In  excess  of  its  actual  cash  value  when  received? In 

excess  of  the  par  value  of  the  stock  paid  therefor? 

If  the  answer  to  either  of  the  foregoing  queationa  Is  "yes,"  submit  a  statement 
showing  (a)  kind  of  property;  (b)  when  acquired;  (c)  par  value  of  the  atock  paid 
therefor;  (d)  actual  cash  value  of  the  property  when  paid  in;  (e)  the  basis  on 
which  that  value  was  determined;  (f)  value  at  which  the  property  Is  entered  on 
the  corporation's  books;  and  (ff)  amount  by  which  such  value  exceeds  the  allow- 
able value  under  section  326  (a)  (2)  of  the  Revenue  Act  of  1918.  Enter  this 
amount  as  Item  2,  Schedule  G,  for  the  taxable  year  and  for  each  year  of  the  pre* 
war  period  that  Is  affected. 

G3.  (a)  Was  any  stock  Issued  by  the  corjwratlon  ever/etumed  as  a  gift  or  for 

a  consideration  substantially  less  than  its  par  value? (6)  If  so,  what  was 

the  total  par  value  of  such  stock?  | (e)  What  was  the  cooslderatlon  paid  for 

the  return  thereof?  I (d)  What  amount  of  cash  or  Its  equivalent  wu  d^ 


BY  WAY  OF  DEDUCTIONS. 

rIved  from  the  resale  of  such  stock?  | («)  What  entries  were  made  In  the 

accounts  to  evidence  the  return  and  the  resale  of  such  stock? 

The  excess  of  (&)  over  <d)  must  be  entered  as  Item  3.  Schedule  G,  for  the  tax- 
able year  and  for  each  year  of  the  prewar  peilod  that  la  affected.  However,  no  de- 
duction Is  necessary  It  adequate  adjustment  has  been  made  under  Item  2  of  this 
schedule. 

G4.  Was  the  business  reorganized  or  consolidated  or  was  its  ownership  changed 

or  was  there  a  change  In  ownership  of  property  after  March  3,  1917? U  so.  t 

answer  the  following  questions: 

(a)  Did  an  Interest  of  50  per  cent  or  more  In  the  business  or  in  the  property 
which  changed  ownership  remain  In  the  control  of  the  same  persons,  corporations. 


return  at  a  higher  value  than  on  the  books  of  its  predecessor? 

(c)  If  such  previous  owner  was  not  a  corporation  attach  a  statement  showing 
(I)  the  cost  of  acquisition  to  the  previous  owner  of  any  asset  so  transferred  or  re- 
ceived; (2)  expenditures  subsequent  to  that  date  for  betterment  or  development, 
not  deducted  as  expense  or  otherwise  since  March  1,  1913.  by  such  previous  owner; 
(3)  the  allowance  for  depreciation,  depletion,  or  Impairment  since  the  date  of 
acquisition  by  such  previous  owner. 

(d)  If  all,  or  substantially  all,  of  the  property  was  acquired  from  a  corpora- 
tion during  the  taxable  year  attach  hereto  t)alance  sheets  of  such  predecessor  cor- 
poration as  of  the  beginning  of  the  taxable  year  and  as  of  the  date  immediately 
prior  to  the  transfer  of  the  property  to  the  corporation  making  this  leturn,  and 
also  a  balance  sheet  or  statement  of  the  corporation  making  this  return  showing 
the  values  at  which  such  property  received  or  transferred  was  entered  on  tne  books. 

The  increase  In  t>ook  value  of  any  property  acquired  by  reorganization,  con- 
solidation, or  change  of  ownership,  over  the  amount  allowable  to  the  predecessor 
corporation  or  over  the  amount  as  computed  under  (c),  if  the  previous  owner  was 
not  a  corporation,  must  be  deducted  from  the  invested  capital  for  the  taxable 
year  as  Item  4,  Schedule  G. 

Gs.  I*  eny  property   (Including  physical  property,  securities,  and   Intangible 


actual  cash  value  of  the  tangible  property  paid  therefor?... If  so,  submit  a 

statement  showing  (a)  kind  of  property;  (b)  amount  of  cash  paid  therefor;  (c) 
actual  cash  value  of  other  tangible  property  paid  therefor;  (d)  how  that  value  was 
determined;  (c)  value  at  which  (he  property  Is  entered  on  the  books  of  the  cor- 
poration; and  (O  excess  of  (c)  over  (6)  or  (c).  This  excess  must  be  entered  as 
Item  5,  Schedule  G,  for  the  taxable  year  and  for  each  year  of  the  prewar  period 
that  Is  affected. 

G6.  Has  adequate  provision  been  made  In  the  expense  aficonnts  of  the  company 

for  (a)  loves  of  every  kind? ;  (&)  depreciation? ;  (c)  obsolescence? 

;   (d)  depletion  of  mineral  deposits,  timber  supplies,  and  the  like? 

If  adequate  charge  has  not  l)een  made  for  depreciation,  depletion,  obsoleecence, 
and  other  losses,  and  the  value  of  the  property  has  not  been  maintained  by  replace- 
ments that  have  been  charged  to  expense,  proper  additional  charges  therefor  muat 
be  computed  for  all  years  In  which  they  were  not  made  on  the  books,  anl  the  tots! 
amount  of  such  charges  must  be  entered  as  Item  6,  Schedule  O,  for  the  taxable 
7«ar  (and  for  each  year  of  the  prewar  period  that  was  affected)  and  d«dncted  Id 
arriving  at  the  surplus  and  undivided  profits- 
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SCHEDULE  C-ADJUSTMENTS  BY  WAY  OF  DEDUCTIONS  (Concluded). 
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SCHEDULE  H— CHANGES  IN  INVESTED 

1.  CbangM  Id  laveated  CApltal  darlnx  tbe  taxable  jear  ordinarily  aria«  In  ooe 
or  mora  of  tbe  foltowlos  waya: 

(o)  Addltloiia  by  reaaoD  or  the  aale  of  capital  atock  or  the  laau«  of  caplUl 

stock  tor  tangible  or  other  aaaeta. 
lb)  UquidatlOD  of  part  of  the  capital  bjr  retirement  of  stock  or  purchaae  of 
treaaury  atock  not  out  of  current  earnlofi. 

(c)  Payment  of  cash  dividends  out  of  eaminca  of  prior  years. 

(d)  Deduction  of  the  amount  of  Federal  Income  and  exceaa-profita  t*xea  for 

the  prerlouB  year. 

(e)  Payment  of  asaeesments  by  stockholdeia,  or  creation  of  paid-in  surplus 

by  contribution  of  stockholders. 

Specify  (by  using  red  Ink  for  distributions,  or  otherwise)  whether  each  item 
represents  an'additlon  or  a  distribution. 

1  Report  dividends  paid  out  of  profits  of  prior  years  but  not  dividends  paid 
oat  of  profits  of  tbe  uxable  year.  Any  distribution  made  during  the  Orat  SO  days 
of  tbe  taxable  year  shall  be  deemed  to  have  been  made  from  eamlngs  or  profits 
accumulated  during  preceding  taxable  years;  but  any  dlatrlbutloo  made  during  the 


CAPITAL  DURING  TAXABLE  YEAR. 

remainder  of  tbe  taxable  year  ahall  t«  deemed  to  have  been  made  from  th«  proOtS 
for  that  year  to  the  extent  that  such  proflU  are  suaclenl.     (See  Article  IMl.) 

3.  If  stock  la  Issued  for  cash,  the  actual  caah  received  (but  not  the  amount  of 
diacount)  should  be  entered  to  this  schedule.  Asaela  (other  than  cash)  paid  In  for 
stock  must  be  valued  In  accordance  with  Section  326  (a)  (2)  of  the  Revenue  Act 
of  1>18. 

4.  The  amount  of  Federal  Income  and  exceaa-profita  taxes  payable  ahoold  be 
deducted  as  of  tbe  date  vbeo  due  and  payable  whether  reserrea  have  been  aet  up 
on  the  books  or  not     (See  Article  845.) 

6.  If  capital  Slock  of  the  corporation  Is  reaoiuired  but  not  paid  for  out  of 
current  profits,  tbe  cMt  of  such  stock  should  be  deducted  from  Invested  capital. 

6.  The  data  called  for  in  columns  1  to  5  sboald  be  given  tor  all  transact lona. 
except  that  colunms  3  and  4  are  applicable  only  to  the  issoe  or  reacqulsltlon  ef 
the  corporation's  stock. 

7.  In  Column  G  enter  the  number  of  days  remaining  In  th«  taxabis  year  (In- 
cluding the  date  of  change). 

8.  Tbe  net  changes.  If  not  In  accordance  with  the  Increases  or  decreases  reflected 
in  the  balance  aheets,  should  be  fully  reconciled  therewith 
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SCHEDULE  J— CHANGES  IN  INVESTED  CAPITAL  DURING  PREWAR  YEARS 

(Compute  the  net  addition  or  rfductioo  aeparatdy  for  each  year.     See  instructions  under  Schedule  H.) 
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SCHEDULE  K-CHANGES  IN  INVESTED  CAPITAL  FROM  END  OF  PREWAR  PERIOD  TO  BEGINNING  OF  TAXABLE  YEAR,  NOT  SHOWN  IN  SCHEDULE  E. 

(See  instructions  under  Schedule  H.  so  far  as  apphcable.) 
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UxBbIe)7 

If  so,  attach  hereto  a  statement  showlog  for  1911.  1912,  1913,  and  th«  Uxable 
rear,  separately,  the  facts  called  tor  la  Items  (a)  to  (/)  of  this  schedule. 

If  the  Income  from  such  assets  consists  In  part  of  gain  or  profit  from  the  sale 

'  other  disposition  thereof,  or  if  all  or  part  of  the  Interest  derived  from  such 

isets  Is  In  effect  Included  In  the  net  Income  because  of  the  limitation  on   the 

deduction  of  Interest  under  Section  234  (a)  (2)  of  the  Revenue  Act  of  1918.  then  a 

corresponding*  part  of  the  capital  Invested  In  such  assets  is  deemed  an  admissible 

asset.    lu  such  case,  set  forth  In  detail^ 

(a)  The  various  kinds  of  income  derived  from  such  assets  and  the  computation 
of  the  part  of  the  capital  Invested  therein  which  Is  deemed  an  admlsslbie  asset 

For  the  purpose  of  this  schedule.  Inadmissible  assets  shall  he  valued  at  cost  of 
acquisition  except  that  if  the  taxpayer  has  in  previous  years  been  allowed  a  de- 
uuctlon  on  account  of  the  fall  In  the  market  value  of  securities,  such  assets  shall 
be  valued  at  cost  less  the  deduction  allowed.  Admissible  assets  shall  be  valued  as 
provided  in  Sections  32C.  330.  and  331  of  the  Revenue  Act  of  191S  and  Articles 
ti31-tt(;9,  931-934,  and  941  of  Regulations  45.  The  average  amount  of  assets  of  each 
kind  held  during  any  year  may  ordinarily  be  determined  by  dividing  by  2  the  sum 


Pft^e  6 — Inrested  Caintal  Schedulea  (Concluded)  and  Quefltlona. 

SCHEDULE  L— INADMISSIBLE  ASSETS. 

of  the  amount  of  such  assets  held  at  the  lieginniDg  of  the  year  and  the  amount 
held  at  the  end  of  the  year.  In  such  case  the  amount  of  admissible  assets  may 
best  be  determined  from  (1)  the  balance  sheet  as  of  the  beginning  of  the  year 
adjusted  with  resiwct  to  the  items  In  Schedules  F  and  G,  and  (2)  the  balance  sheet 
as  of  the  end  of  the  year  correspondingly  adjusted.  But  if  at  any  time  during  the 
year  a  substantial  change  has  taken  place  In  the  amount  of  such  assets,  the  average 
amount  must  be  determined  as  provided  In  Article  852  of  Regulations  45.  In  such 
case,  show  In  detail — 

(b)  The  computation  of  suob  amount. 
Sute  also— 

(c)  Amount  of  Inadmissible  assets  held  at  beginning  of  the  year. 

(d)  Amount  of  Inadmisaible  assets  held  at  end  of  year. 
*       (e)  Average  amount  of  Inadmissible  assets  held  during  year. 

(/)  Amount  of  admissible  assets  held  at  beginning  ot  the  year. 

(i;)  Amount  of  admissible  assets  held  at  end  of  year. 

(h)  Average  amount  of  admissible  assets  held  during  year. 

(i)  Sum  of  (e)  plus  {h). 

(})  Percentage  which  (e)  Is  ot  (O. 

This  percenUge  (>)  for  each  year  should  be  applifri  to  the  figures  for  that  year 
appearing  on  line  7.  Schedule  11.  in  order  to  obtain  the  deduction  on  account  of 
inadmissible  asseu,  which  should  tie  enteied  on  line  8,  Schedule  II. 


KIND  OF  BUSINESS. 

1.  ISxptain  below  the  nature  of  the  corporation's  business  in  sufflclent  detail  to 
w  In  which  of  the  following  general  classes  ot  activities  tt  falls:       • 

(1)  Agriculture  and  related  industries,  Including  fishing;  (2)  mining,  quarry- 
ing, and  related  industries;  (3)  manufactuilng;  (4)  construction;  (6)  trading;  ($) 
transporutlon;    (7)  storage;    (8)  other  services;    (9)   banking  and  Insurance. 

2.  if  the  business  falls  in  auy  of  the  classes  from  1  to  5,  state  the  special  product 
or  products  handled;  If  in  class  5,  state  ^^hethe^  wholesale  or  retail,  or  both;  It  in 
doss  6,  state  whether  rail,  water,  or  other,  whether  general  or  local,  and  the  special 
commodities  (If  any)  transported;  if  In  class  7,  state  the  special  commodities 
stoied  <if  any)  or  the  special  kind  of  storage;  If  In  class  8,  state  In  detail  the  kind 
of  service  rendered;  If  in  class  9.  state  the  branch  ot  banking  or  insurance 
engaged  in. 

3.  In  all  cases  state  whether  the  corporation  acta  as  principal  (using  Ita  own 
capital)  or  as  agent  or  broker  (on  commission)  or  as  both. 


QUESTIONS 

AFnUATlOtfS  WITH  OTHER  COItrOltATIONS  (TO  BE  ANSWERED  BT  EVERY  CORPORATION) 

11.  Do  you  own  illrectly  or  control  through  closely  afllllated  InteresU  or  by  a 
nominees  over  50  per  cent  of  the  outstanding  capital  stock  of  another 

or  of  other  corporations? 

iver  50  per  cent  of  your  capital  stock  owned  by  another  corpoi-ation  or  by 

e  corporations  that  are  alBlIated? 

>ver  50  per  cent  of  your  capital  stock  as  well  as  over  SO  per  cent  of  the 
k  of  another  corporation  or  of  other  corporations  owned  or  controlled 
le  individual  or  partnership  or  by   the  same  Individuals  or  partner- 


(a)  Main  busin 


lb)  Collateral  businesses,  it  any. 


OTHER  CONCERNS  IN  SAME  BUSINESS. 

4.  Enter  on  the  following  lines  the  names  and  addreases  of  five  representative 
concerns  in  your  locality  or  section  of  the  country  engaged  In  the  samd  kind  of 
buslneai: 


INCORPORATION. 

5.  Date  of  incorporation 

6.  Under  the  laws  of  what  State  or  country? , 

PREDECESSOR  BUSINESSES. 

:n  existence  during  the 
liness  substantially  a  co 

carried  on  during  any  one  or  more  ot  those  years?  If  so,  give  luime 

under  which,  and  address  at  which,  ita  business  was  then  carried  on 


ACQUISITION  OF  MIXED  AGGREGATES  OF  ASSETS. 

8.  Did  the  corporation  ever  take  over  a  going  business  or  otherwise  acquire  a 
mixed  aggregate  of  tangible  property,  patents  and  copyrights,  and  good  will  and 
other  similar  intangible  property,  and  pay  for  such  property  In  whole  or  In  part 

with  stock  or  other  securities? 

9.  If  so,  submit  a  statement  showing — 

(a)  The  name  of  the  concern  taken  over  (or  from  which  the  pnvorty 

was  acquired) ; 
(6)  The  nature  of  the  assets  and  liabilities  bo  acquired; 

(c)  The  total  par  value  of  the  stock  Issued  therefor; 

(d)  The  value  at  which  each  class  of  assets  was  carried  on  the  books  o< 

the  concern  from  which  acquired  (If  obtainable  submit  a  balance 
sheet  of  the  predecessor  corporation  as  of  the  date  of  acquisition); 

(e)  The  value  at  which  each  Item  was  entered  on  the  books  of  the  cor* 

poratlon  making  this  return. 

10.  It  patents,  copyrights,  secret  processes  or  formulae,  good  will,  trade-marks, 
trade  brands,  franchises,  or  other  inUngibte  property  were  acquired,  state  also 
the  basis  on  which  their  \alue  was  determined  and  how  they  were  paid  for. 


nominee  i 


13.  Is  ( 
capital  stoc 
by  the  san 


I  consolidated  return  within  the  meaning  of  Aiticles  C31  to 
C38,  Inclusive,  of  Regulations  45? 

15.  Affiliated  corporations  as  indicated  In  11,  12,  or  13  above  must  comply  with 
the  following  requirements: 

16.  If  the  answer  lo  question  11  Is  "yes,"  submit  a  statemf  nt  showing  for  each  of 
the  corporations  over  50  per  cent  of  whoee  stock  Is  owned  or  controlled  by  you, 
either  directly  or  through  closely  afflliated  interests  or  by  a  nominee  or  nominees: — 

(a)  The  name  and  address; 

(b)  The  total  par  value  of  the  outstanding  capital  stock  at  the  beginning 

of  the  taxable  year,  and  the  date  and  amount  of  each  change  therein; 

(c)  The  total  par  value  of  such  outstanding  capital  stock  owned  or  con- 

trolled by  you  at  the  beginning  of  the  taxable  year,  or  at  the  date 
ot  acquisition  If  acquired  during  the  taxable  year,  and  the  date  and 
amount  of  each  change  therein. 

17.  It  the  answer  to  question  12  Is  "yes,"  state- 

Co)  The  name  and  address  of  such  corporation  or  corporations;, 

(b)  The  par  value  and  percentage  of  your  stock  held  by  eACb. 

18.  If  the  answer  to  question  13  Is  "yes,"  submit  a  statement  showing— 

(a)  The  names  and  addresses  of  such  corporations; 

(d)  The  name  or  names  and  addiess  or  addresses  ot  the  owning  or  con- 

trolling interest  or  Interests; 

(c)  The  total  par  value  of  the  outstanding  capital  stock  ot  each  corporation 

at  the  beginning  of  the  taxable  year,  and  the  date  and  amount  of 
each  change  therein; 
id)  The  total  par  value  of  tlie  outstanding  capital  stock  of  each  corporation 
owned  or  controlled  by  each  one  of  the  several  individuals  or  part- 
nerships at  the  beginning  of  the  taxable  year,  and  the  date  and 
amount  of  each  change  therein. 

19.  II  the  answer  to  question  14  is  "yes,"  the  Information  furnished  under  16 
and  18  should  identify  the  corporations  included  In  the  consolidation. 

20.  If  one  corporation  owns  96  per  cent  or  more  of  the  stock  of  another,  or  it 
95  i>er  cent  or  more  ot  the  stock  of  two  or  more  corporations  is  owned  by  the 
same  Individual  or  Individuals  In  substantially  the  same  proportion,  a  consolidated 
return  must  be  filed,  except  that  the  limitations  as  to  consolidation  under  Article 
635  must  be  observed.  It  the  ownership  is  less  than  95  per  cent,  but  exceeds  50 
per  cent,  the  parent  corporation  or  principal  corporation  of  any  group  of  afflliated 
corporations  must  furnish  the  Information  called  for  attove  and  in  addition  mu-st 
file  a  statement  fully  disclosing  the  details  of  affiliation  other  than  stock  ownership 
and  all  other  information  which  will  be  helpful  In  determining  whether  or  not  a 
consolidated  return  should  be  filed. 

VALUATION  OF  CAPITAL  STOCK. 

21.  What  was  the  fair  value  ot  the  total  capital  stock  of  the  corporation  as 

determined  in  the  last  assessment  of  the  capital  stock  tax  (If  any)  ?    | 

Date  of  that  assessment 

LIST  OF  ATTACHED  SCHEDULES. 
Make  below  a  list  ot  all  schedules  attached  to  this  return,  giving  for  each  a 
brief  title  and  the  schedule  number. 


We,  the  undersigned,  president  and  treasurer  of  the  corporation  for  which  this  return  is  made,  being  severally  duly  sworn,  each  for  himself  deposes 
and  says  that  this  return,  including  the  accompanying  schedules  and  statements,  has  been  examined  by  him  and  is  to  the  best  of  his  knowledge  and  belief  a 
true  and  complete  return  made  in  good  faith  pursuant  to  the  Revenue  Act  of  1918  and  the  Regulations  issued  thereunder. 

Sworn  to  and  sub-\ 
scribed  before  n 

President. 


'this 


,daj  of 


V- 


S«Alof  «ac«r 
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Pata  1  o(  Inatmotioiu 
INSTRUCTIONS  REGARDING  DETERMINATION  OF  CREDITS,  COMPUTATION  OF  TAX,  ETC. 


PROVISIONS  AFFECTING  INVESTED  CAPITAL  AND  CREDITS. 
RETURNS  FOR  PART  OF  A  YEAR. 

1.  If  thU  return  i>  (or  a  period  lem  than  a  full  year,  Itema  3  and 
8,  Schedule  III;  Jtenu  1  and  2,  column  2,  Schedule  IV;  and  Item  15, 
Schedule  IV,  ahall  be  reduced  to  an  many  twelfths  of  the  figurea  for  a 
full  year  as  there  are  months  in  the  period  for  which  the  return  is  made. 

If  the  period  for  which  the  return  is  made  includes  fractions  of 
months,  there  shall  be  added  to  the  number  of  complete  months  as  many 
thirtieths  of  a  month  as  there  are  days  in  the  fractional  parts  of  months. 

CORPORATIONS  NOT  IN  EXISTENCE  DURING  PREWAR  PERIOD. 

2.  If  a  corporation  was  hot  in  existence  during  the  whole  of  at 
least  one  calendar  year  in  the  prewar  period,  provided  a  majority  of  .its 
capital  stock  was  not  owned  or  controlled,  directly  or  indirectly,  at  any 
time  during  the  taxable  year  by  a  corporation  in  existence  during  the 
whole  of  at  least  one  calendar  year  in  the  prewar  period,  and  provided 
its  gross  income  docs  not  include  50  per  cent  or  more  of  gains,  profits, 
c<)mmissions,  or  other  income  derived  from  a  Qovemraent  contract  or 
contracts  made  after  April  5,  1917,  and  before  November  12,  1918,  the 
WHr-profits  credit  shnll.be  (a)  the  sum  of  $3,000  plus  (b)  the  6ame  percent- 
age of  the  invested  capital  for  the  taxable  year  (not  less  than  10  per 
cent,  however)  as  the  average  per  cent  of  net'  income  to  invested  capital 
for  the  prewar  period  of  corporations  engaged  in  a  trade  or  business -of 
the  same  general  class  as  the  taxpayer. 

3.  Pending  a  determination  of  the  deduction  by  the  Commissioner, 
such  corporation  shall  deduct  10  per  cent  of  the  invested  capital  for 
the  taxable  year.  (See  Section  311  (c,  d)  of  the  Revenue  Act  of  1918  and 
Articles  783  and  784  of  Regulations  45.) 

CREDIT  FOR  INCOME.  WAR-PROFITS.  AND  EXCESS-PROFITS  TAXES' 
PAID  OR  ACCRUED  TO  FOREIGN  COUNTRY  OR  POSSESSION  OF  THE 
UNITED  STATES. 

4.  It  a  credit  is  claimed  in  Item  19,  Schedule  IV,  a  copy  of  Form 
1118,  completely  filled  out  and  sworn  to  or  affirmed,  must  be  submitted  with 
this  return.  If  credit  is  sought  for  taxes  already  paid  the  form  must  have 
attached  to  it  the  receipt  for  each  such  tax  paj-ment.  If  credit  is  sought 
for  taxes  accrued  the  form  must  have  attached  to  it  the  return  on  wMch 
each  such  accrued  tax  was  based.     (See  Article  611  of  Regulations  45.) 

5.  When  a  credit  is  claimed  for  accrued  taxes,  the  Commissioner  may, 
as  a  condition  precedent  to  the  allowance  of  this  credit,  require  the  cor- 
poration to  give  a  bond  (Form  1119),  with  sureties  satisfactory  to  and  to  be 

'approved  by  him,  in  such  penal  sum  as  he  may  require,  conditioned  for 
^the  .payment  by  the  taxpayer  of  any  amount  of  taxes  found  due  if  the 
taxes  when  paid  diflfer  from  the  amount  claimed  in  respect  thereof. 

PROVISIONS   AFFECTING    COMPUTATION   OF  WAR-PROFITS 
AND  EXCESS-PROFITS  TAX. 

6.  Item  10,  Schedule  IV,  is  the  war-profits  and  excess-profits'  tax, 
nnle.ss  the  taxpayer  is  entitled  to  the  benefits  of  one  or  more  of  the 
following  provisions: 

(a)  Limitation  on  total  tax.  —  The  ma.xiraum  war-profits  and 
excess-profits  tax  imposed  shall  in  no  case  be  more  than  30  per  cent  of 
the  net  income  in  excess  of  $3,000  and  not  in  excess  of  $20,000  plus  80 
per  cent  of  the  net  income  in  excess  of  $20,000  (Sec.  302). 

(6)  Tax  on  profits  from  sale  of  mineral  deposits.  —  In  the 
case  of  a  bona  fide  sale  of  mines,  oil  or  gas  wells,  or  any  interest  therein, 
where  the  principal  value  of  the  property  has  been  demonstrated  by 
prospecting  or  exploration  and  discovery  work  done  by  the  taxpayer, 
the  portion  of  the  war-profits  and  excess-profits  tax  attributable  to  such 
sale  shall  not  exceed  20  per  cent  of  the  selling  price  of  such  property  or 
interest.  (See  Articles  971  and  972  of  Regulations  45,  and  section  337  of 
the  Act.) 

(c)  Tax  of  corporation  engaged  in  mining  of  gold. — If  a  corpora- 
)  tion  was  engaged  in  the  mining  of  gold,  its  war-profits  and  excess-profits 

tax  shall  be  that  proportion  of  Item  10,  Schedule  IV,  which  the  net  in- 
come not  derived  from  the  mining  of  gold  bears  to  the  total  net  income 
(Articles  752  and  753  of  Regulations  45— Sec.  304). 

(d)  Tax  of  corporation  whose  income  is  derived  in  part  from 
''personal  service." — If  part  of  the  net  income  (not  less  than  30  per 
cent)  is  derived  from  a  separate  trade  or  business  of  the  character  of 
"personal  ser\-ice,'*  the  tax  shall  be  computed  in  accordance  with  the 
provisions  of  Articles  741  to  743  of  Regulations  45  (Sec.  303). 

7.  Statement  of  basis  of  claims. — If  the  corporation  claims  the 
benefit  of  one  or  more  of  these  provisions,  it  should  attach  to  the  return 
a  complete  statement  of  the  basis  for  such  claim  and  a  computation  of 
the  tax  payable  in  the  eVent  that  such  claim  is  allowed.  The  amount 
of  tax  so  computed  should  be  entered  as  Item  11,  Schedule  IV,  but, 
except  in  cases  falling  under  (a)  above,  the  taxpayer  must  nevertheless 
fill  out  all  the  schedules  of  this  form. 

SPECIAL  CASES. 

8.  Definition  of  special  cases. — Section  327  of  the  Act  provides  that 
in  the  following  cases  the  tax  shall  be  determined  as  provided  in  section  328 : 

(a)  Where  the  Commissioner  is  unable  to  determine  the  invested 
capital  as  provided  in  section  326 ;  , 

(6)  In  the  case  of  a  foreign  corporation ; 

(c)  Where  a  mixed  aggregate  of  tangible  property  and  intangible 
property  has  been  paid  in  for  stock  or  for  stock  and  bonds  and  the  Com. 
missioner  is  unable  satisfactorily  to  determine  the  respective  values  of  the 
several  classes  of  property  at  the  time  of  payment,  or  to  distinguish  the 
classes  of  property  paid  in  for  stock  and  for  bonds,  respectively; 


(d)  Where,  upon  application  by  the  corporation  the  Commissioner 
finds  and  declares  of  record  that  the  tax  if  determined  without  benefit  of 
this  lection  would,  owing  to  abnormal  conditions  affecting  the  capiUl  or 
income  of  the  corporation,  work  upon  the  corporation  an  exceptional 
hardship  evidenced  by  gross  disproportion  between  the  tax  compule<l 
without  benefit  of  this  section  and  the  tax  computed  by  reference  to  the 
representative  corporations  specified  in  section  328.  This  subdivision 
shall  not  apply  to  any  case  (1)  in  which  the  tax  (computed  without  benefit 
of  this  section)  is  high  merely  because  the  corporation  earned  within  the 
taxable  year  a  high  rate  of  profits  upon  a  normal  invested  capital  nor  (2) 
in  which  50  per  centum  or  more  of  the  gross  income  of  the  corporation  for 
the  taxable  year  (computed  under  section  233  of  Title  II)  consists  of 
gains,  profits,  commissions,  or  other  income,  derived  on  a  cost-plus  basis 
from  a  Qovemment  contract  or  contracts  made  between  April  6,  1917, 
and  November  11,  1918,  both  dates  inclusive. 

9-  Treatrnent  of  special  caaes. —  In  the  cases  specified  in  section 
327  the  tax  will  be  specially  determined  under  the  provisions  of  section 
328,  but  the  tax  will  not  ordinarily  be  computed  undeir  section  328 
merely  because  the  corporation's  form  or  manner  of  organization,  or  the 
limitations  imposed  by  section  326,  result  in  a  greater  tax  than  would 
otherwise  be  payable.  A  corporation  which  comes  within  the  provis- 
ions of  subdivision  (d)  of  section  327  (paragraph  8,  above)  may  make 
application  for  assessment  under  the  provisions  of  section  328,  which  ap- 
plication shall  be  attached  to  its  return  in  the  form  of  a  statement  setting 
forth  in  full:  (o)  the  reasons  why  the  tax  should  be  so  determined;  (6) 
the  facts  npon  which  such  reasons  are  based;  (c)  an  exact  description  of 
each  trade  or  business  or  important  branch  of  a  trade  or  business  carried 
on  by  it ;  (d)  a  statement  of  the  invested  capital  and  net  income  for  each 
year  since  the  beginning  of  the  prewar  period;  and  (e)  a  statement  show- 
ing the  amount  of  gains,  profits,  commissions  or  other  income  derived 
on  a  cost-plus  basis  from  Government  contracts  made  after  April  5,  1917, 
and  before  November  12,  1918,  and  showing  the  per  cent  which  such  in- 
come is  of  the  total  income  of  the  corporation.    (See  Article  901.) 

10.  Determination  of  first  installment'of  tax  in  special  cases.— 
In  the  case  of  a  foreign  corporation,  and  in  the  ca.se  of  any  other  corpo- 
ration where  absolutely  no  data  are  available  for  the  determination  of 
the  invested  capital  for  the  taxable  year,  the  installments  of  the  tax  shall, 
in  the  first  instance,  be  computed  and  the  first  installment  paid  upon 
the  basis  of  a  tax  equal  to  50  per  cent  of  the  net  income.  In  any  other 
case  under  section  328,  including  a  case  where  the  invested  capital  for 
the  taxable  year  can  not  be  accurately  determined,  but  where  a  minimum 
amount  of  invested  capital  as  to  which  there  is  no  question  can  be  deter- 
mined, the  installments  shall  in  the  first  instance  be  computed  and  the 
first  installment  paid  upon  the  basis  of  a  tax  upon  the  minimum  amount 
of  invested  capital,  not,  however,  exceeding  a  tax  upon  the  basis  of  50 
per  cent  of  the  net  income.  In  any  of  the  above  cases  the  actual  ratio 
when  ascertained  by  the  Commissioner  will  be  used  in  determining  the 
correct  amount  of  the  tax.     (See  Section  912.) 

11.  Returns  in  special  cases.  —  Corporations  other  than  foreign 
corporations  making  claim  for  assessment  under  section  328  of  the  Act 
should  answer  all  questions  and  fill  all  schedules  as  far  as  possible  and 
attach  a  statement  expl.iining  why  it  is  impracticable  to  fill  out  the  entire 
return. 

UNDISTRIBUTED    PROFITS    TAXABLE    TO    STOCKHOLDERS. 

12.  If  any  corporation,  however  created  or  organized,  is  formed  or 
availed  of  for  the  purpose  of  preventing  the  imposition  of  the  surtax  upon 
its  stockholders  or  members  through  the  medium  of  permitting  its  gains  or 
profits  to  accumulate  instead  of  being  divided  or  distributed,  such  cor- 
poration shall  not  be  subject  to  the  tax  imposed  by  section  230  of  the 
Revenue  Act  of  1918,  but  the  stockholders  or  members  thereof  shall  be 
subject  to  taxation  under  Title  2  in  the  same  manner  as  in  the  case  of 
stockholders  of  a  personal  service  corporation,  except  that  the  tax  im- 
posed by  Title  3  of  the  Revenue  Act  of  1918  shall  be  deducted  from  the 
net  income  of  the  corporation  before  the  proportionate  share  of  each  stock- 
holder or  member  is  computed  (Section  220,  Article  351). 

LOSS  ON  INVENTORIES  AND  REBATES  UPON  SALES. 

13.  At  tie  time  of  filing  returns  for  the  taxable  year  1918,  a  claim  for 
abatement  may  be  filed  based  on  the  fact  that  a  substantial  loss  has  been 
sustained  (whether  or  not  actually  realised  by  sale  or  other  disposition) 
resulting  from  any  material  reduction  (not  due  to  temporary  fluctuation) 
in  the  value  of  the  inventory  as  at  the  end  of  such  taxable  year,  or  from 
the  actual  payment  after  the  close  of  such  taxable  year  of  rebates  in  pur- 
suance of  contracts  entered  into  during  such  year  upon  sales  made  during 
such  year.  In  such  case  payment  of  the  amount  of  the  tax  covered  by 
such  claim  shall  not  be  required  until  the  claim  is  decided,  but  the  tax- 
payer  shall  accompany  his  claim  with  a  bond  in  double  the  amount  of  the 
tax  covered  by  the  claim,  with  sureties  satisfactory  to  the  Commissioner, 
conditioned  for  the  payment  of  any  part  of  such  tax  found  to  be  due, 
with  interest  at  the  rate  of  1  per  cent  per  month. 

14.  If  no  such  claim  is  filed  with  the  return,  but  it  is  shown  to  the 
satisfaction  of  the  Commissioner  that  during  the  taxable  year  1919  the 
taxpayer  has  sustained  a  substantial  loss  of  the  character  above  described, 
then  the  amount  of  such  loss  shall  be  deducted  from  the  net  income  for  the 
taxable  year  1918  and  the  taxes  imposed  for  such  year  by  Titles  2  and  3 
of  the  Revenue  Act  of  1918  shall  be  redetermined  accordingly.  (See  Sec- 
tion 234  (a)  (14)  and  Article  261.)  >-«» 
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P»fte  2  of  butmetloiw 

GENERAL  INSTRUCTIONS 

1.  For  complete  instructions  concerning  the  filling  in  of  the  schedules  in  this  return,  read  the  explanatory  notes  at  the  head  thereof,  and  Part  II  of 
Regulations  45,  relating  to  the  income  tax  and  war-proflU  and  excess-profits  tax  on  corporations.  Copies  of  the  regulations  can  be  obUined  from  any 
collector  of  internal  revenue  or  any  bank. 


RETURNS. 
LIABILITY  FOR  FILING. 

2.  Corporation*  generally. — Every  corporation,  joint-stock  com- 
pany, association,  and  insurance  company  not  specifically  exempted  by 
Section  231  of  the  revenue  act  of  1918,  and  having  a  net  income  for  the 
taxable  year  of  $3,000  or  more,  is  subject  to  the  war-profits  and  excess- 
profits  tax  and  must  file  a  complete  return  on  this  form. 

3.  A  corporation,  joint-stock  company,  association,  or  insurance  com- 
pany (not  exempted  by  Section  231)  having  a  net  income  less  than  $3,000 
must  also  file  a  return  on  this  form,  filling  that  part  of  Schedule  IV  under 
the  headings  "Income  tax"  and  (if  necessary)  "Adjustment  of  tax  for 
fiscal  year  ended  in  1918,"  and  all  the  schedules  called  for  on  pages 
2  and  3 ;  and  answering  all  questions  on  page  6. 

4.  Foreign  corporations. — Foreign  corporationa  subject  to  the 
law  are  required  to  make  returns  to  the  collector  in  whose  district  is 
located  its  principal  office  or  agency  through  which  is  transacted  the 
business  in  the  United  States.  The  gross  income  to  be  returned  includes 
only  the  gross  income  from  sources  within  the  United  States,  including 
interest  on  bonds,  notes,  or  other  interest-bearing  obligations  of  resi- 
dents, corporate  or  otherwise,  and  all  amounts  received  representing  profits 
on  the  manufacture  and  disposition  of  goods  within  the  United  States. 
(See  Articles  91,  92,  548,  and  625  of  Regulations  45.) 

5.  A  foreign  corporation  should  fill  in  and  submit  all  the  schedules 
called  for  on  pages  2  and  3  of  the  return  with  respect  to  its  income  from 
sources  within  the  United  States,  and  should  compute  its  income  tax 
(Schedule  IV),  claiming,  however,  no  specific  exemption  (Item  15).  It 
should  enter  50  per  cent  of  its  net  income  as  its  war-profits  and  excess- 
profits  tax,  pending  determination  by  the  Commissioner  of  the  amount  of 
tax  a.ssessable  (see  Instructions,  page  1,  paragraph  10). 

C.  Partnership*,  and  personal  service  corporations. — Partner- 
ships and  pe'rsonal  service  corporations  must  make  a  return  on  Form 
1065.    (See  Article  624  of  Regulations  45.) 

CONSOLIDATED  RETURNS. 

7.  Affiliated  corporations,  as  defined  in  Section  240  of  tiie  Act  and 
Articles  632  and  633  of  the  Regulations,  must  file  a  consolidated  return. 
As  provided  in  Article  632,  the  parent  or  principal  reporting  company 
must  file  the  consolidated  return  on  this  form  with  the  collector  of  the 
district  in  which  its  principal  office  is  located.  All  supplementary  and 
supporting  schedules  should  be  prepared  in  columnar  form,  one  column 
being  provided  for  each  corporation  included  in  the  consolidation,  so  that 
the  composition  of  consolidated  net  income  and  consolidated  invested  capital 
may  be  readily  examined. 

8.  Subsidiary  corporations  and  other  affiliated  corporations  whose  net 
income  and  invested  capital  are  included  in  the  return  of  a  parent  corpora- 
tion or  a  principal  reporting  corporation  must  fill  in  and  file  Form  1122 
with  the  collector  in  whose  district  their  principal  office  is  located. 

PERIOD  COVERED. 

9.  The  taxable  year  is  the  calendar  year  1918  or  (if  the  corporation 
makes  its  return  for  a  fiscal  period  of  12  months  ending  on  the  last  day 
of  some  month  other  than  December)  the  fiscal  period  ended  in  the 
calendar  year  1918. 

10.  A  corporation  desiring  to  change  the  period  for  which  its  return 
is  made  from  a  calendar  year  to  a  fiscal  year  or  vice  versa,  or  from  one 
fiscal  year  to  another,  must  give  written  notice  to  the  collector  of  such 
change  and  the  reasons  therefor  at  least  30  days  before  the  due  date  of 
its  return  on  the  basis  of  its  existing  taxable  year  and  at  least  30  days 
before  the  due  date  of  the  return  on  the  basis  of  the  proposed  taxable 
year.  (See  Articles  26  and  431  of  Regulations  45  and  Section  226  of  the 
revenue  act  of  1918.) 

11.  A  new  form  will  be  issued  for  corporations  filing  returns  for  fiscal 
years  ending  in  1919. 

TIME  AND  PLACE  FOR  FILING. 

12.  Returns  for  the  calendar  year  1918  and  for  fiscal  years  ended  in 
1918  must  be  sent  to  the  collector  of  internal  revenue  for  the  district  in 
which  the  corporation's  principal  place  of  business  is  located  so  as  to 
reach  the  collector's  office  on  or  before  March  15, 1919,  imleas  an  extension 
of  time  has  been  granted. 


13.  If  it  is  not  possible  to  file  a  completed  retnrn  on  this  form  or  on 
Form  1122,  as  the  ease  may  be,  on  or  before  March  15,  1919,  an  extension 
of  time  may  be  obtained  by  filing,  on  or  before  March  15, 1919,  a  tentative 
return  and  estimate  of  taxes  assessable,  ia  duplicate,  on  Form  1031  T, 
and  remitting  with  such  return  at  least  one-fourth  of  the  estimated  taxes 
shown  thereon. 

14.  In  case  of  neglect  to  file  either  a  completed  retuni  or  a  tentative 
return  within  the  prescribed  time  the  collector  is  authorized  to  grant  an 
extension  of  not  more  than  30  days,  provided  tuch  neglect  teat  dut  to 
absence  or  sickness,  and  provided  an  application  for  such  extension  is 
made  in  writing  prior  to  the  expiration  of  the  period  for  which  an 
extsnsion  may  be  granted.  In  meritorious  cases  the  Commissioner  is 
authorised  to  grant  a  further  extension ;  but  no  such  further  extension  will 
be  granted  (except  on  account  of  absence  or  sickness),  unless  a  tentative 
return  has  been  Sled  on  Form  1031  T  and  at  least  one-fourth  of  the  esti- 
mated tax  has  been  paid.    (See  Articles  442  to  444  of  Regulations  45.) 

SIGNATURES  AND  VERIFICATION. 

15.  Returns  must  be  sworn  to  by  the  president,  vie*  president,  or  ether 
principal  officer  and  by  the  treasurer  or  assistant  treasurer  of  the  cor- 
poration. The  return  of  a  foreign  corporation  having  an  agent  in  the 
United  States  shall  be  sworn  to  by  such  agent.  If  receivers,  trustees 
in  bankruptcy,  or  assignees  are  operating  the  property  or  business  of 
the  corporation,  such  receivers,  trustees,  or  assignees  sllall  execute  the 
returns  for  such  corporations,  under  oatiL 

PAYMENT  OF  TAXES. 

16.  The  tax  should  be  paid  by  sending  or  bringing  with  the  return 
a  check  or  money  order  drawn  to  the  order  of  "Collector  of  Internal 
Revenue  at  ^insert  name  of  city  and  State]." 

17.  Do  not  send  cash  through  the  mail  or  pay  it  in  person  except  at 
the  office  «f  the  collector  or  a  regularly  established  internal-revenue  stamp 
Office. 

18.  At  least  one-fourth  of  the  tax  is  doe  at  the  same  time  that  the 
return  is  due. 

19.  Aa  additional  amount  sufficient  to  bring  the  total  payment*  up  to 
one-halt  of  the  tax  must  be  paid  on  or  before  June  15, 1919. 

20.  An  additional  amount  sufficient  to  bring  the  total  payments  up  to 
three-fourths  of  the  tax  must  be  paid  on  or  before  September  1£,  1919. 

21.  The  entire  remainder  of  the  tax  must  be  paid  on  or  before  December 
15, 1919. 

22.  If  any  payment  is  not  made  when  due,  the  entire  unpaid  balance 
of  the  tax  will  become  due  10  days  after  demand  therefor  by  the  collector 

23.  If  you  pay  in  cash,  do  not  fail  to  get  a  receipt  at  the  time  of,  pay- 
ment. If  you  pay  by  check  or  money  order,  your  canceled  check  er  yonr 
money-order  receipt  will  service  as  a  receipt. 

PENALTIES. 
UNDERSTATEMENT  OF  TAXES  DUETTO  NEGLIGENCE  OR  FRAUD. 

24.  If  taxes  are  understated  through  negligence  on  the  part  of  the  tax- 
payer and  without  attempt  to  defraud,  there  shall  be  added  as  part  of 
the  tax  5  per  cent  of  the  total  amount  of  the  deficiency  plus  interest  at 
the  rate  of  12  per  cent  per  annum  on  the  amount  of  the  deficiency  of  each 
installment  from  the  time  the  installment  was  due.  If  an  tmderstatement 
is  false  or  fraudulent  with  intent  to  evade  the  tax,  there  shall  be  added 
as  part  of  the  tax  50  per  cent  of  the  amount  of  the  deficiency. 

FOR  FAILING  TO  PAY  TAX  WHEN  DUE. 

25.  If  any  tax  remains  unpaid  after  the  date  when  it  is  due  and  for  10 
days  after  notice  and  demand  by  the  collector  there  shall  be  added  as 
part  of  the  tax  the  sum  of  5  per  cent  of  the  amount  due  but  unpaid,  plus 
interest  at  the  rate  of  12  per  cent  per  annum  on  such  amount  from  the 
time  it  became  due. 

FOR  FAILING  TO  MAKE  RETURN  ON  TIME. 
'Zb.  A  penalty  of  not  more  than  $1,000  attaches  for  failure  to  file  a  re- 
turn or  to  pay  the  tax  within  the  time  required  by  law.  If  the  failure  is 
willful  or  an  attempt  is  made  to  defeat  or  evade  the  tax,  the  penalty  is 
$10,000  or  imprisonment  for  not  more  than  one  year,  or  both,  together 
with  cost  of  prosecution.  i-mm 
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Comment  on  form  1120,  issued  January,  1920 

Return  for  fractional  part  of  year. — On  page  2  of  instruc- 
tions, paragraph  ii  reads  in  part: 

Items  I  and  2,  column  2,  schedule  D  .'.  .  .  shall  be  reduced  to  as 
many  twelfths  of  the  figures  for  a  full  year  as  there  are  months  in 
the  period  for  which  the  return  is  made. 

Item  2,  column  2,  schedule  D  represents  the  amount  of  net 
income  in  excess  of  20  per  cent  of  invested  capital  and  is  not 
reduced  as  is  the  case  with  item  i,  column  2,  schedule  D,  be- 
cause all  the  net  income  in  excess  of  item  i  is  entered  as  item 
2  (the  40  per  cent  bracket). 

Consolidated  returns. — Questions  11  to  14  on  page  3  of 
the  return  call  for  the  filing  on  form  819  (a  new  form  not  yet 
issued)  of  information  pertaining  to  affihations  of  companies, 
more  than  50  per  cent  of  whose  capital  stock  is  owned  by  a 
parent  company  or  by  the  same  interests. 
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IF  RETURN  IS  FOR 

aiXNDAR  TEAR  1919 

FILE  IT  WITH  THE 

COLLECTOR  OF  INTERNAL 

REVENUE  FOR  YOUR 

DISTRICT  ON  OR  BEFORE 

MARCH  15,  1920 


IF  FOR  A  PERIOD  OTHER 

THAN  A  CALENDAR 
YEAR  THE  RETURN 
SHOULD  BE  FILED  ON  OR 
BEFORE  THE  15TH  DAY 
OF  THE  THIRD  MONTH 
FOLLOWING  THE  CLOSE 
OF  SUCH  PERIOD 


Pago  1 

Form  1120-UNlTED  STATES  INTERNAL  REVENIIE  SERVICE 

CORPORATION  INCOME  AND  PROFITS  TAX  RETURN 

FOR  CALENDAR  YEAR  1919 
Or  for  period  begun ,  19 ,  and  ended ,  19... 

CASH 


Intamal  lUor- 


(Print  plainly  corporatitMi'^  nama  and  principsl  plaea  of  butin«*s) 


(Stnet  and  nnmbcr  or  ninl  rooU} 
(Post  o(Do0  and  SteU) 


(DO  NOT  WUTB  IN  TUS  SPACE} 


Examined  by 


Audited  by 


FIRST  PAYMENT 


Cashier**  Stamp 


KIND  OF  BUSINESS  . 


.  IS  THIS  A  CONSOLIDATED  RETURN?  . 


SCHEDULE  A— TAXABLE  NET  INCOME. 


GROSS  INCOME. 

1.  GroflB  Balefl,  leas  retuma  and  allowances . 

2.  L«ss  cost  of  goods  sold,  exclusive  of  expensee,  repairs,  and  otiher  iteo 

below  (from  Schedule  A2): 

3.  GroflB  income  from  opemtioiiB  other  than  trading  or  manufacturing,  lem  allowances 

4.  Interest  on  obligationsotf  the  United  States  or  its  posseatons  and  War  Finance  Corporation  Bonds  not  exempt  (from  Schedule 


called  for  separately 


.  Inttfest  from  other  sources  (from  Schedide  A6) 

.  Rentals  (eoe  Schedule  A6) 


.  corporations  other  than  pOTsonal  s 


Total  or  Itbms  1  i 


1  respect  to  sales  of  capital  assets  c 


DEDUCTIONS. 

.  Ordinary  and  necessary  expenses  (except  amounts  reported  in  Item  2  above 


called  for  separately  below,  and  not  in 
miscellaneous  investments  sold  during  taxable  I>eriod,  see  Item  22)  (fron 
Other  expenses,  $ Total  „.. 


13.  Compen£iationofofficera(includiiigsalarie3, 


I,  and  other  compensation  In  whate\'er  form  paid)  (from  Schedule  A13). 

.  Repairs  (including  labor,  supplies,  etc.)  (from  Schedule  A14):    Labor,  $         .    ,   .    Other  eipensea,  t Total 

.  Interest  (except  on  indebteaness  incurred  or  continued  to  purchase  or  cany  obli^tions  or  securities,  other  than  obliga- 
tions of  the  United  States  issued  after  September  24,  1917,  the  interest  on  which  is  wholly  exempt  from  taxation  (see 

paragraph  9,  page  2,  General  Instructions) . . 

.  Tues  (except  PederaJ  income,  war-profits  and  excess-profits  taxes,  taxes  which  are  a  credit  under  Section  238,  and  taxes 


the  value  of  the  property  assessed)-. 


1  against  local  benefits  of  a  kind  tending  to 
.  Debts  Hscffltained  to  be  worthless  and  charged  oS  within  the  taxable  period  (from  Sdiedule  A17)_ 
,  Exhaustion,  wear  and  tear  (including  obsolescence)  (from  Schedule  AI8).. 


Total  of  Items  12  to  19 . 

Difference  Between  Items  11  and  20 

.  Profit  or  loss  on  sales  of  capital  assets  and  miscellaneous  investments,  including  liquidating  dividends  (from  Schedule  A22)- 

,  Losses  sustained  during  the  taxable  period  and  not  compensated  for  by  insurance  or  otherwise.    (Extend  in  last  column 

adjustment  of  Items  22  and  23.)    (From  Schedule  A23) '. 


.  Net  income  for  taxable  period  exclusive  of  deductions  for  dividends  and  amortization  (total  of  or  difference  between  Items  21  and  23,  the  latter  a 
.  Dividends  received  from  domestic  corporations  not  personal  service  corpoiatiooa,  and  dividends  upon  stock  of  foreign  I  t  I 

corporations  taxable  by  the  United  States  upon  any  portion  of  their  net  incomes . . . S . 

,  Amortization  of  war  facilities  (from  Schedule  A26)  (extend  total  of  Items  25  and  26) 

Net  iNCOME.yoR  Taxable  Period  (difference  between  Items  24  and  26,  the  latter  aa  extended— to  be  entmed  as  Item  5,  Schedule  D)-,. 


SCHEDULE  B— INVESTED  CAPITAL. 


ITOC. 

AMO™.. 

2.   PliiHuHjiiRfniftTitflby  way  nf  aHHifinn*.  (fmm  f^K«ltilA"F,  linn?) ,.  .,    ,. 



4.  T/vM  ndjiiRtmAntji  by  Vfty  nf  dndnr^innfl  (fmm  RrtiMfnlfl  a,  linn  ft)             

—  - 



9.  Invested  capital  for  taxable  period.     (If  return  is  for  a  period  less  than  a  full  year,  see  paragraph  11,  page  2  of  Instructions) 

1 



bz 

SCHEDULE  C— EXCESS-PROFITS  CREDIT. 


1.  Eight  per  cent  of  invested  capital  for  taxable  period  (Item  9  of  Schedule  B)_ 

2.  Exemption  (^,000)  (except  for  foreign  corporations) , . 


3.  Excess-Profits  Credit  (Item  1  plus  Item  2).    (If  return  is  for  a  period  lees  than  a  full  year,  see  paragrajA  11,  page  2  of  Instnictions)  _ 


SCHEDULE  D— COMPUTATION  OF.  TA3CES. 

1.  BftAcxzra. 

'•£^j^"ir"2i3  ••^«^gs.?sr"'™ 

4.  Balakcx  SoaiEci  to  Tax. 

uta. 

e.  AKomra 

»T»li 

1.  Nnt  ovpr  HI*  of  invi»(«l  r«pif«l 

.     1     1 

-      5    .      _ 

L. 

2.  Over  20%  of  invuBtol  capital 

r    1     i 

.-.1: 

, 

40  J6 

.^__ 

3.  Totals  computed  under  Section  301(b) . 

1 1 1 1 k -1 1 1 

t_ 1 

1 

4.  Excefl»-Profita  Tax,  if  computed  under  Sections  302,  303, 

i04(c)or337ofRevenue  Actof  1918.      ..       .               .               _             .|». 





tl 

INCOME  TAX. 


5.  Net  income  for  taxable  period  (I 

tem  27,  Schedule  A)      „. 

t. 

11.  Tax  of  1n«  on  Ttam  HI 

5    -  - 

" 

6.  Lees:  Interest  on  obligations  of 
United    States  and  War  Fi- 
nance Corporation  Bonds,  not 

$ 

12.  Total  tax  (Item  3,  4,  or  8  plus  Item  11) 

f 

' 

13.  Lees:  Income,  Tar.profits,  and 
excesB-protits  taxes    paid  or 
^accrued  to  foreign  countries 
or  to  posseasions  of  the  U.  8. 
(See  sections  238  and-  240(c) 

t 

7.  Excess  profits  tax  (Item  3  or  4, 

8.  Exceas-profits    and    war-profits 
taxes  (Item  16,  Form  1120  S, 
income  from  Government  con- 



14.  Income  tax  withheld   at  the 
source  in  case  of   a  foreign 
corporation  not  engaged  in  a 
trade  or  business  within  the 
U.  S.,  and  not  having  any 
ofSce  or  place  of   business 
therein 

9.  Exemption,  except  for  foreign 
corporations,  $2,000  unless  re- 
turn is  for  less  than  a  year  (see 
paragraph  11.  page  2  of  In- 

10.  Balance  subject  to  income  tax  (It* 
and  9)..J  ...  ._ 1... 

»n  5,  less  Items  6,  7  (or  8), 

t — 

15.  Balance oilu(Itail  12 miniultwn  13 and  14). 

1 
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Vvicet. 


BS«.  Ulfa*earpar>ilaato4(«kMdMnrthM«wtatttBtanbbpMfaaMrtaMnnri«oefe,eei4Me(U)» 

DlDrtb* 


SCHEDULE  r.— AonnTMorrs  by  way  of  additions. 

Vt.  If  n  addMaB  ta  tnrMlMf  oMU  ^  cUnMd  la  »■■  1,  Sefaadoit  P,  nlbmit  a  ■titwiMiif  *ewli« 
(•)tfaa  ktad  of propvir,  (»)  tta«  yw  tai  vkkfa  it  ww  paid  In.  (0  fr«ai  vlxn  Mqolnd,  cTplitabc  hbntaUoB- 
). f) tb* Mtial cMk  nh» of  HMfa preiMRy U tha dite vlttB  iMid la, (0 ttaa parnkN ot 
4  whkk  tocb  inixftr  «H  caMnd  IB  Um  Mooot^  (/)  Ua  b«k 
MMTMnNtMpraiM'  

oftbaunblapsled. 

n.IfuaddttkatotB««M««teltaflWBtdlB  It«a  I,  ScteMi  F,  mOi 
<•)  tl»  kted  «<  ^opotT,  <k)  tk*  ywr  b  wUck  R  «*■  MqnbMl,  CO  Ita  cost.  (^  U»  ft 
lftli»«liMMftipro|)«iy&Mwa»J>UcCMq«Wttn«l8tt>bnliiBJnfofthet«i»htoiwriod.   State ■bowtaCtar 
aadhtt^tcMgbtl«b»i«t4mdvMMtaiUrwidargnM>ftttlMt>HtiiiiiiicorUMUxaI>tep«kd    W«MtkMi 

•qMa4Jtani^v««SHMK«rtMoaatellMO(4q«MMiaT»„ Tf  in.  iTrtilii  irtwt  ftitliiiTM^i 

l»OT»  bwa  —Jft  te  prgrlJo  lar  JgpwJrtfca  te  tImt  <f  tlw  propoa»d  rmamtlca  to  wirphtt.  AddltfcBl  b  tUs 
lum  ftra  mmlfttt**  t«  tb«  bactantec  el  tb*  taxal)te  pMlod.  Tor  aD  ■ddWan  baciDiteproTl^aiMbo 
atftda  lor  dBptMlrtlaa  to  tiM  bcftmlaK  «r  O*  twabto  parlod. 

ra.  If  nr  ftdditkn  to  tanMwl  caiiltfti  la  elftlBad  la  Iia  3.  SdMdab  r,  ibte  ^Mdfie«D7  ttM  umnt  of 
davrKiOkM  «Tttl«  off  «aeta  nw  to  tba  boolH  aC  tb*  eoopaiiT  and  tlM  ftiDoant  klle»«d  M  a  (Moetton  ta  eoo- 
potiBctMtlaMDa.   Addltku  to  t2^1t 


S.  Add«aatoivplw(AftMMMtUHn.~ 

1.  SMMMko  or  daplAlon  cteriid  la  &  a 

AaUovad  fej  tWDvirta 


SCHEDULE  Cv-ADIUSTMBKTS  BY  WAY  OP  DEZHXTnONS. 
Ol.  la  aar  pataot,  eoprrl^t,  aaerat  pMMB,  ar  fcramla,  pwd  vfH,  tnda^mt,  tnda  biaad.  ftawiOaa,  or 

otbv  slmUar  mtaaglbla  pr^xrtr,  patd  la  to  atat^  carriad  aa  aa  aoat  by  tbe  corporatlcBr II 

oot  «Dlac*d  spadfleaUy  aa  toeh,  b  tba  bttanclMa  valoa  naifad  ta>d«  aa;  oUMf  UUo  or  Utiaa  oa  tba  botto  or 

lattantandnttebo 

■oltba  parnlaa  aCtbaateefc  lanad  tl 
Is  tha  acpacato  ofaoeh  aaata  Mqnkad  frto  to  Hvall  a,  1917,  aatamd  OB  tba  bods  at  a  Taloa  la  a: 

wm  ollba par  yahw  ol  tba  atocfc aoHlmatet aa Mawfal; IM7T btte«i_ 

caund  OB  tba  bookaat  a  valua  laaxaHi  o(S  pw  ant  oCtba  pv  Tilaa  oftboitock  ootModtaff  attte  b^l^^ 

oftbataxablap«todT • 

U  tha  BMvw  to  aar  of  tha  Iev«c<>1i«  qoaaOcn  b  "jit,"  aofaBitt  a  statcaant  dtovtog  aapsatelr  wftb  Mspeel 
toaach  awata  aoqukad  (l)  baioca  UtRfa  S,  »I7,  ^  (3)  oooratttf  tl^t  d*tc,  (•}  dkta  of  acqukitioo;  (6}ciA 
Taloa  at  tbat  Ma,  vtth  « tompleu  azptaaatJon  of  tba  basli  Dpai  whjdi  socb  cadi  Tshie  wai  detoiateed: 
(c)pamlaa«ltbaitackln»dtbcnjcr;  (OparralnaoftoUlitoct  oattfarftmlUnJiL  IMT;  («)paf  raloa 
oltotal  M<Mk  aotataadtef  at  tba  bactamtav  a<  ttaa  taxabla  p«tod:(/)Uw  TfthM  at  wfaidi  aoeb  ^Hta  an  «ats«d 
«■  tba  boaka  of  tba  corponikB. 

•       If  an  tba  lalaBClMat  vtn  aeqnlred  baftn  Uacdi  I,  m?.  tba  aaMoat  b7  wfaidi  (J)  axeaeds  (»),  (c).  SS  par 
<«Ral  (d).or  K  ||«  enU  of  (<),  wUdMtw  li  toaaat,  aaat  boaotarad  aa  Item  1.  Sdie<litte  Q,  lor  tba  taxabla  poAid. 
■ "  '    btbaarti7ta(/)nlatta«ta 


oftbatanblB  parted. 

KoTS.— If  tba  itock  of  tba  oorporBtloa  via  iMwd  at  a  BOteteal  TalDB  ar  vftboot  parnte,  to  tta  pvptM 
«rtlM  oonpatatkn  BBdar  1  teat  1 ,  tha  par  TfthM  ifaaU  ba  daeawd  to  be  tte  telr  aMTket  Tftlao  as  of  tlM  date  or  ^taa 
otlaoa.  Tbaacpipte'«alaa«odrtcrsta»dofstoekoatataDdteC(«>Han:h3,m7.flrattlwb«clteik«ortba 
taaiBbIa  paiod,  Aall  ba  tba  bHla  to  tte  ooakpafaUoa. 

GXbaBrtHtfbbpropart7,paldtatoatoek,e«ntedaaaaaaaBtbrQiaooipantiatf 

Ifaa,laltaatendaatbabaotoata«BhialB«CDMoCiteaetBaleMfcnfaiavbanraorfndr &i 

•xoaM  ol  tba  par  viUoa  of  tba  alook  paid  UMafaf  „ 
f  tba  aaamr  to  aar  oltba  taaCDtaC  4awUca 
Iwa  aoqolrtd,  (c)  par  Tahia  oltbaatodt  patd  I 
r )  tba  buto  OB  wbk^  tbat  Taloa  wa  dalofBted,  (/}  TBte  at  whkb  tba  propstr  ta  aottrad  OB  U»  oarp<^«ttoi^ 

It  by  wbkb  mA  valaa  asaada  tba  aUawaUa  TafeM  aadw  Baetkn  31S  (a)  (2)  oftba  fi 
Aetofltis.    Baurt&bawRBlaallB^SebateteO.totlataiBUapacloi. 

G3.  Wa.thalii^mwterir^Miti4_i— T.ul.rf^»i   ■   lai  m»— I*.  — — Ai,>.j.^y^ ^^ 

acbaa|alaevBiaBlpofpfOvartTtfterlfanhS,U17r iraa,a 


I,  or  lannol*.  igad  vfl. 


•  la(adiJlraB(UBiB,ero(b«baai«iUapraps«7„ 
I.  VahiBUea  of  taaclbte  pcop«t7  paM  Si  to  aloA. 


«.  PaptacteUaa,dopte>kB,iadatbarhaiii,. 


To*At  DappcTww.. 

SCHEDULE  R— CHANCES  IN  INVESTED  CAPITAL  DUBINC  TAXABLE  PCBiOa. 

I.  CbaBfM  ta  tarcatad  capital  dortac  tba  tazabla  parfad  ordteHttr  BrtB  ta  oDa  ar  men  af  On  loBo 


(c)  ByUqaMattearfpartrftbaiapltelby  raHriaatafttoAor  bypwN 

for  tba  prarfaaa  jaHi. 

«7aaa.  SbnMaaolMi 

Aoald  te  Mkwad  la  teiAlag  aa  aton  a 


(<)  Br  p^taaet  of  «adi  dJTidaaidj 
(«)  By  pay  t  iA  f  adaral  Intgaaa 
ha  itonva  vSb  laapact  to  tana  vDI  0 


SuTbatoltertv 

dwlgiala<aaaaaddHlnaordaaaeUOB.dadiieticBbdin  Jaalgwtedbyiad 

(a)  If  itoik  b  baaad  to  oarii,  tba  actoal  caib  raoalaad  Om  aat  tba 
lathbMbaJala.   AMU(otbortbaaaaBb}paldtatoitodk 
oftlM  BarcaM  Act  of  1»U. 

atockAoalMadadBDtadlnniaiaatedaapJLaL  , 

m  Boport  dMteada  paU  oat  of  profUa  fl<  prbr  yam  bat  art  dMdMdi  patf  OBI  ae  prtfta  aniH  tattUa 
ported.  AardlatilbgaiteBadadada(tba«nt«dayaa(thataxaUap«tedBbanbadaa^«ato«abaaa^MB 
tnaa  aandap  or  pnBtt  ocooBatetad  doftac  piiiadliic  taxabte  padod;  bat  any  ilbrrllHatea  teada  dndas  tba 
raaalBdar  o(  Oa  tanbte  paited  ahaa  ba  dHBad  ta  bai*  baaa  aHda  fiaiB  Ifaa  paoBto  to  Oat  parted  10  tha  azteal 
tbatMAproBttaiaaidklaat.   (BeaArtktelHl) 

(«)  no  aaoaat  of  n*d«t  taoona  aad  proBli  tana  payabli  ibaiM  ba  prontad  ^  dadaated  at  oftba 
dateavbaadaa  and  payabtevbatbarrwrvaa  ban*  booBialnpaatte  books  or  aet.   (8aa  ArtbteMA) 

S,  Tba  data  oallBd  to  la  ealDiBaa  1  to  t  ibairid  ba  BlvoB  to  ad  tianaacttaM,  aiovt  ttot  oalBMH  S  nd  « 


6.  Tba  aot  GbaacBO  Bot  rqMTtad  ta  Sefaadote  L,  If  aat  to  aeeardaaoa  « 
la  tba  babnoa  abaau,  diaaU  ba  (ally  lacoecUad  tbarawltb. 


1.  Natof*  of  addfttOBi 
aaddadootteoL 

Data. 

X.  Number 
ofsba.-n 

4.  Ttto 
eash,itate 

II  AnamtotMh 

l.UtM^ma^' 

^ 

t 

, 





11  tlM  taooaM  (r^  aatfa  aaaila  eoaabtt  to  part  Of  plB  or  prafb  IKM  t^  tela  • 
If aUor  part  oftba  lat«i«Bt  dvtvadfroB  sotbaj 
OB  tba  dadnetba  of  laumt  odor  Sacttoi  »t  (a)  (3)  o«  tba  B 
tba  oapttal  iBtaatad  ia  aocb  aa 


(»)  Woaaayoftba 
•Btba  beeka  oftta  ptodeo 


cvpcntke.  attach  a  atatoMat  aboarb«  (1)  tte  o 

raoaJvad,  (3)  axpaddttoiaa  fubaaqowt  to  tbat  date  to  battanaeat 
Uarcb  1, 19U,  by  aocb  praTiooi  OWMT,  a)  tbe  allov* 
ito  etaoittblttoB  by  waA  preTbos  oasar. 
aequbad  troB  a  eorporaUcn  dortactbatasable  pvfod. 


HatodaptactetJeB,  daptatba,  or  trnpabBeat  itec 
(O  U  aU,  or  aofaataatblly  aJI,  of  tbe  property 
laA  b««to  babaca  sbart*  of  aaeb  pradaeaaMT  eerporatba  aa  at  tba  bactoabic  of  tbotaxabb  patod  aad  aa 

t « t  bo  tnaato  of  tba  prcptfty  to  tba  serporatbB  maUv  tba  Man,  asd  aba  a  bobaea 


Pv  tba  purpeaa  of  tbb  acfaadob  loadtetoibla  iMNa  *BlI  bo  aataad  at  • 
taxpayarbadaabrlnaacoittbaMdbwaBtoriaaaBifcai 

tavOBtorrflcimabaUoaeMitatolbOBaaaBiaofTataa.  *  dwbinili imHi iballba ti 
OS,  aOt,  airf  m  of  tba  Banaaa  Aot  of  UU  aad  Aftfcte  W-aSi^  m-WI,  «^  Ml  ol  B 
amomitotaattoafaachktodb  "  '    '  _      ^    . 

ttaaamaimt  ofmcfcHaetobald  atlfeabastantacoltbataabtopartoi  ■ 
padod.   lafBc^M 

bastautei  of  tba  potted  a<fa«a«  wtth  napaca  to  tba  ttoaa  la  Sebadam  F  nd  0  aad  (l>  tbr  a 
tfaaMdofttoparkdeonaapcaidiaclyadJaited.  Botlfataaytt 
baatabmpboatotbaaBaBBlotnAaaH      ' 
8afl(Bi0tl8tlan«L   laaa^OMaAMrb 

B  bold  at  bestBDtat  of  tba  tanbb  patted; 
bbeU  at  md  of  taxabte  panod^ 

l>  hau  dnrtai  taxabte  paited^ 
</)  Amoaat  of  admtnlUaaaaaUteld  at  bagtam)n(ot  taxabte  periad; 
«  of  adaitotbte  aaaats  baU  at  tbe  rad  of  taxabte  panod; 
ta  bald  dQiti«  tanUa  parte*: 
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Page  8 
QUESTIONS. 

KIND  OP  BUSINESS. 

1.  By  mttuu  of  the  key  letters  given  b^ov,  identify  the  corporation'i  main  income- 
pcodudng  activity  with  one  of  the  general  cUasee,  and  follow  this  by  »  special  deecription 
of  the  businew  buiGdent  to  give  the  infonaation  called  for  under  each  general  claai. 

(A)  AjTiicalture  and  related  industries,  including  fiahing,  Ic^iging,  ice  harveirting,  etc.. 
including  the  leaautg  of  euch  property.  State  the  product  or  products.  (B)  Mining  and 
quarrying,  including  gas  and  oil  wells.  luclude  the  leasing  of  such  property.  State 
uo  product  or  produclfl.  (C)  Manufacturing.  State  the  product  and  also  the  material 
if  not  implied  by  the  name  of  the  product.  (D)  Gonstniotion.  Excavationa,  buildings, 
bridges,  railroads,  ships,  etc.,  alao  equipping  and  installing  samo  yritix  systems,  devices, 
or  machinery,  vithout  their  manufacture.  State  nature  of  etructuree  built,  materials 
used,  or  kind  of  installations.    (Gl)  Transportation— rail,  water,  local,  etc.    State  the 


kind  and  special  product  transported,  if  any.  (E2)  Public  utilities,  gas,  natural,  coal, 
or  water;  electric  light  or  power,  hydro  or  steam  generated;  heating,  eteam  or  hot  water; 
telephone;  waterworks  or  power.  (£3)  Storage  without  trading  or  profit  from  sales: 
Elevator,  warehouses,  BtocKyards,  etc  State  product  stored.  (£^4)  Leasing  transpor* 
tation  or  utUitiee.  State  kind  of  property.  (F>  Trading  in  goods  bought  and  not  pro* 
duced  by  ih<s  trading  concern.  State  manner  of  trade,  whether  wholesale,  retail,  or  oom- 
misaion,  the  product  handled.  Sales  with  storage  with  profit  primarily  from  sales.  (G) 
Service,  domestic,  including  hotels,  restaurants,  etc.;  amusements;  other  iHefeeeional 
personal,  or  technical  service.  State  the  sen-ice.  (H)  Finance,  including  bankuig, 
xeal  estate,  insurance.  (I)  Concerns  not  falling  in  above  classes  (a)  because  of  combimng 
several  of  them  with  no  predMuinant  business,  or  (h)  for  other  reasons. 

2.  Concerns  whose  business  involves  acU\'ity  falling  in  two  or  more  of  the  above 
general  classes,  where  the  tame  prod^ui  is  concerned,  should  report  business  as  identified 
irith  but  one  of  the  above  general  classee;  for  example,  concerns  in  A  or  B  which  also 
traospo^  and  market  their  own  product  exclusively  or  mainly,  should  still  be  identified- 
mtli  classes  A  or  B;  concerns  in  C  (tuanufacturing)  whidi  own  or  control  their  source  of 
material  supply  in  A  or  B  and  which  aieo  transport,  sell,  or  inetall  their  own  product 
exclusively  or  mainly,  should  bo  ijoatified  with  manufactiiring;  concerns  in  D  may 
control  or  own  source  of  supply  of  materials  used  exclusively  or  mainly  in  their  construe- 
tivo  work;  concerns  in  El  or  E2  may  own  or  control  the  source  of  their  material  or  power- 
coacems  in  F  may  transport  or  store  their  own  merchandise,  but  its  production  would 
identify  them  with  A,  B,  or  C. 


3.  An 


I  Geueral  class  (use  key-letter  designation) _ .-. 

I  Main  income-producing  business  (give  specificaUy  Uie  information  called  for 
under  Mdi  key  letter,  also  whether  acting  as  principal,  or  as  agent  on  commis- 

sbn;  state  if  inactive  or  in  liquidation) .; .  ,  ■  r  ^— 


f  OTHER  CONCERNS  IN  SAME  BUSINESS. 

4.  Enter  cm  the  following  lines  the  names  and  addn 
in  your  looUity  or  section  of  tho  country  engaged  in  the  i 


INCORPORATION. 


5.  r>ate  of  incorporatioD.™— 

6.  Under  the  laws  of  what  State  or  c 


ntry?- 


REORGANIZATION  AND  ACQUISITION  OF  MIXED  AOGREGATESOF  ASSETS. 

7.  Has  the  corpc^tion,  or  ana  of  its  predeeeuors,  been  reoreanized,  or  has  it,  or  a 
wedeusgQT,  taken  over  a  going  buamess  or  acquired  a  mixed  aggrofiato  of  tangible 
property,  patenta,  and  copj-rights,  and  good  will  and  other  similar  intangible  property, 
and  paid  for  such  property  in  whole  or  in  part  with  stock  or  other  securities  since  the  close 

of  the  preceding  taxable  period? ; „—  _ — , — _ . ■ . .. 

8.  If  so,  furnish  a  brief  narrative  history  of  the  busincaa  and  sirbmit  a  statement 
showing: 

'  '  The  name  of  the  concern  taken  over  (or  from  which  the  property  was  acquired); 
The  nature  of  the  assets  and  liabilities  so  acquired  ;^ 
The  total  par  value  of  the  stock  issued  therein; 
^_,  The  value  at  which  each  class  of  assets  was  carried  on  the  books  of  the  concern 
from  which  acquired  (submit  a  balance  sheet  of  the  predoceesor  concern  as  atthe  date  of 
acquisition  or  as  at  the  close  of  its  laat  accounting  period  prior  thereto) ; 

(«)  The  \-alue  at  which  each  item  was  entered  in  the  books  of  the  CMporation  making ' 
this  return,  and  full  details  of  any  adjustments  subsequently  made  pertaining  thereto  and 
the  basis  on  which  euch  revaluation  was  made. 

9.  If  patents,  copyrights,  secret  procenses  or  formulse,  good  Will,  trade-marks,  trade 
brands,  franchises,  or  other  intangible  property  wer^.  arquired,  state  alao  the  basis  on  which 
their  value  was  determined  and  now  they  were  paid  for. 

10.  If  at  {be  time  of  any  purchase  or  reorganizatitm  as  contemplated  in  question  7,  any 
property  was  entered  on  the  books  of  the  reo^nized  concern  or  any  vendee  prede 


11.  Bo  you  own  directly  or  control  through  closely  affiliated  interests  or  by  a  nominee 
r  50  per  cent  of  the  outstanding  voting  capital  stock  of  another  corporation 


t  of  other  corporations?... 


12.  Is  over  60  per  cent  of  your  outstanding  voting  capita  stock  owned  by  another  c 
poration  or  by  two  or  more  corporations  that  are  affiliated?,.. 


13.  Is  over  60  per  cent  of  your  outstanding  voting  capital  stock  as  well  as  over  &0  per 
cent  <A  the  outstanding  voting;  capital  stock  of  another  corporation  or  of  other  corpora- 
tions owned  or  contioUed  by  the  same  individual  or  partnership  or  by  the  same  individuals 


14.  If  the  answer  to  questions  11, 12,  or  13,  or  any  of  thera  is  "yes,"  procure  from  the 
Collector  of  Internal  Revenue  for  your  district  Affiliated  Corporations  Questionnaire, 
c      .  «,«  _t._>  _t    .t ,     ,..    .      .  j^^  gj^  as  a  part  of  thisfetum. 


Form  819,  which  shall  be  filled  o 


VALUATION  OF  CAPITAL  STOCK. 

15.  What  was  the  fair  value  of  the  total  capital  stock  of  the  corpnation  as  detennined 

in  the  last  aseesBment,  if  any,  of  the  capital  stock  tax  $ .. Data  ol  that 

Mseannent? „^.. ^ 

PREDECESSOR  BUSINESS. 

16.  Bid  you  file  a  return  under  the  same  name  for^he  preceding  taxable  periodf 
Answer  "Yes"  or  "No" If  not,  was  your  corporation  in  anyway  an  outgrowth. 


r  reoiganization  of  a  bu 


r  buainessee  which  was  in  existence 


BASIS  OF  RETURN. 

17.  Is  this  return  made  on  tho  basis  of  actual  receipts  and  disbursements  ?„... 

If  not,  describe  fully  what  other  basis  or  method  was  used  in  computing  net  income_~... 


GOVERNMENT  CONTRACTS. 

IS.  Have  any  adjustments  been  made  during  the  taxable  period  on  account  of  con- 
tract or  contracts  between  the  Government  or  its  agencies  or  in  any  Government  contract 


whether  or  not  such  amounts  are  included  in  this  return 


;    and,  if  not,  ^ 

.,  filed?.. 


1  amended  return  for  1918,  accounting  tot  the 


additional! 

of  the  tontract,  date  entered  i 

and  the  amount  and  nature  of  the  adjustment. 

PREPARATION  OF  RETURNS.  -^ 

19.  Bid  you  employ  anyone  especially  to  prepare  or  advise  in  the  prepantion  of  this 
Teturn?    Answer  "Yes"  or  "No" If  so,  give  name  and  address^ ;.„ 

LIST  OF  ATTACHED  SCHEDULES. 

Enter  below  a  list  of  all  schedules  accompanynig  this  return,  giving  for  each  a  brief 
title  and  the  schedule  number. 


SCHEDULE  K.— BALANCE  SHEETS. 

Attadi  hereto  balance  sheets  as  of  the  b^inntng  and  end  of  the  taxable  period  (preferably  in  parallel  columns),  showing  as  nearly  as  practicable  the  details  called  for  below.  (These 
balance  sheets  should  be  prepared  from  the  books  and  should  be  in  agreement  therewith,  or  any  differences  should  be  reconciled,  and  if  this  is  a  consolidated  return,  balance  sheets  dkould 
be  furnished  in  accordance  wiUi  paragraph  7  of  page  1  of  Instructions.) 


Cuh  (Inclndlmr  cub  in  bank  and  oa  haad,  ccrtlfl. 

cstes  of  depnelt,  etc.). 
Ttwl«  accounts  (before  Redacting  reserve*  (or  losses). 
H«tca  iee«lvmbl«  from  ctutoianm. 
Other  BCcouaU  sad  actofttecetrable  (to  b«  Classtfledl- 
bmntodea: 

Raw  materials. 


U.  8.b<»dsSDdeUIealI«tu(McbIS9oetob« 

stMed  aBpftratalj). 
Exempt  (municipal.  State,  etc.). 


LtvtBtman!*— coothMied. 

xkoloorp 


ASSETS-Caatlmicd. 
Eoatlntied. 

Stock  ol  oorpoisUoa^^ 

Ifomeetlc. 
id  advances: 

ffloera  sod  emploTees. 

I  chaifts  to  hitut«  operatku  (to  b*  detuned). 

LADd. 


rued 

u 

BaOdtiiKi. 


Tools  aodmlitor  equipment. 
DetiTOiT  egolpmeat. 
OlOos  fumftorei. 
Otbar  (state  chancter). 


ASSETS— CeaManed. 


I  IM   depceciBtloa   (£hr>^r   sepaistaly 


anuunt  applicable  to  eacU  tl: 

KsT  Valvk. 

Palenta,  n«d  wlQ,  and 
-  Idforln 

1  b/  stock  dividend  oi  otHerwlae. 


Paid  for  In  a! 


1  PASt).* 


r  fstaaglble  aaacte: 

t&oglbio  property. 
'-  --  atoek  dlvldeadi). 


On  bonds. 


ITstes  parabb: 


/LUBnrriKS. 


a  ([DcladiQ(1}ank  loans). 


Acaaad  aifiai  and  raserwa.  the  disrgM  creatine 
iiliHhanaOowable  d«dootloii8fromliicaaia(t4 
badetalM}. 

i^tbeebarKeiereatlsgTUdtanaotallow' 


Beserves  lor  Iohh  cq  vM» 
.-.  rtbalvalda. 
.    Other  renms  (to  tedet^led). 


a  the  UabUit?  side  of  the  balance  iheet. 


Attach  hereto  an  analysis  of  the  corporatlo 


SCHEDULE  L.— ANALYSIS  OF  SURPLUS  ACCOUfJT. 

a  surplus  account,  showing  the  details  of  all  adjustments  cf  surplus  for  the  taxable  period,  as  nearly  as  practicable  in  the  fbllawingform} 


f  of  taxable  period  as  shown  by  books. 


to  surplus 
7.  Total  of  Items  O-and  6. 
S^,  Surplus  at  eAd  of  year  as  shown  by  books. 
If  this  is  a  cossckUdated  i«tuni,  analyses  jdiotild  be  fumlsbed  in  accordance  with  paragraph  7,  p4g«  1,  of  Hutnictioiic. 


Deduct:  5.  Divldeuds  (state  date  declared  and  date  and  amount  of  each  payment,  also 
whether  in  cash  or  in  stock,  and  out  of  which  year'A  flamfngs  paid), 
fl.  Other  debits  to  surplus  (to  be  detailed). 
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SCHEDULE  M.— RECONCIUATION  OF  NET  PROFIT  AS  SHOWN  BY  BOOKS  WITH  TAXABLE  NET  INCOME. 


X.  TtH  praAl  fortsx»bl0  p«riod  m  ihown  by  booki,  before  uty 


(a)  I>oDatioM.  ^tuities,  aod  contribuUoiUL- 


^  '      ttol)UMilMN.IUvNMMl£i.«rftran4HMwU7 

(e)  Special  improveowit  uzes  t«iiduig  to  inctww  t 
valu«  of  the  property  a 


(t)  RepIftceiMOU  covered  by  deprecUtkni 

(/)  ■■tmpM  fnmitmt  p«U  m  tk«  Uh  tf  aaj  aAeir  w  mttum 

(g\  iMttntt  m  litU«MB«Mfti»rrad  ar  ttnilmm^'u'iinimii'ii' 

^'      turj  •UiMUoBi  N-  McartUoa  (ttker  Uu  •MImUmu  •/  tU 

VtIM  Mn  Imm4  afur  fcptMiber  M.  IHIT},  tk«  IsUnH 

(A)  Aoditiou  to  rsMirvei  (or  bed  debto,  cootiiieoQciesr 
eKj,  (to  bodetftUed) 

(i) __., 

0) 


(m)  Other  unallomble  doductioos(to  be  detailed) 

5.  DtstribntlreshareofDet income, earned  darinfr period  brper- 

WDal  service  corporatious  not  received  or  accrued  on  booka. 

4,  iBMHtBMMUJTUtdJutbMl:  »r*'t«rl«sii  trtth  the  ftmonnU  repwted 
la  Iteu  :Sud  le,  Sckeante  A  (diIom  eulrf  belong  w  line  8) 

6.  Total _ 


pcwBone,  whoDy  amnpt — ■ 

I  Interest  on  oblkatloiw  of  Shlei,  Tenitortea,  laA 
poUtkal  ■nbdlvMoM  thereni 


Federal  Fum  Lea  Act- 


fgy^yJis^*^  "^'**^^^  ley  ftaS*^ 


^''      tenBfnwhkkafMMnriaaiMtaibibew^tMiEZ. 


(/)  OthtfiteiiiaolDoataxabIelnoame(tobed«UlI«d). 
(?) 


(0 
(to  be  detailed). 

(c)  . 

(d)- 


w  bM  with  tkt  avMntt  HfMtei 


8.  AaMmtaeeeMarrtoMJnitbodprofltKbL _ ,. 

In  Items  22  ud  23,  Seheanl*  A  (aBj(Meatr7balM)|i*alla*i)» 

9.  Taxable  net  incomo  (Item  27,  Schedule  A) ...» 


i 


The  following  echedulee  mitst  be  filled  o 


SUPPORTING  SCHEDULES. 

upport  of  Schedule  A,  page  1,  and  Hrmly  attached  to  this  Ketum; 


8CBSDULS  Al:  COST  OV  GOODS  SOLD,  EXCLUSIVI  Or  BZPZIfSSS,  REPAIRS.  AKD  < 
ITEMS  CALtBD  VOR  SEPARATELY  (Secur*  bsot  Qw  CaOKtocd  latenulReramia  vut  filci 
o(  IfeM  Sctedato  CartiflckM  v(  lawitofT,  ronn  1 U6.) 

M«relM»dlM  boracbt  for  nl». . 

Cost  of  roanoCirturliis  or  otha 
IniprtiKlpaJlttiiuo/cost.).. 

riiu  iaTsntorlcs  at  beginning  of  yeu . . 


Cost  of  roanoCirturlns  or  otherwise  producing  goods.    (Bubi^t  icbcdule  iti«w- 


Cost  of  goods  sold 


ni.— Inventories  must  be  valued  at  («>  cart  or  (6)  Mrt  or  market,  whli-hever  Is  lower,  provl 
ver  bvsls  Is  used  mii«t  be  applied  to  fOfh  item  in  the  inventory  and  not  to  a  port  only.  Ibvoe 
o(  the  Uxable  periott  must  be  valued  on  the  same  basis  as  tboM  at  the  end  of  the  preceding  t&Xabl 


ILe  end  ofthc  Unable  period 
unkas  permi^aioa  to  make  a  nuuiKe ' 

1918  bave  been  allowed,  Itw  opcodng 

«S). 

X,  SUte  b«r«  which 


scnEDm.E  i 


I  FROU 

ihnwlngtheDstareand  a 


OTHER    THAlf  TRADING  OR  HAIfU- 
prtnclpnl  Itotnx  Included,  SedSchednltA.ItemS. 


Issntil  Blme  Seplemher  1,  191T  fpw  valii 
which  Interest  yna  derived  during  the  ta 

moinit  of  Liberty  Hond^ 
\,  held  at  any  cue  time, 
cable  period. 

ondo 

hfr  ohliKnllong  of  tlw  United  States 
jx  KlMBL*  Corporauon  Uooda  from 

LCtossofOLUgatlOtL 

2.  Uaxlmura  Amount  of 
Obtiintlons. 

8.  ll^ilnnm  Exunrtlon. 

(a)  nrst  Ubertr  Loan  Converted  Into 
eeoood  Loan  and  Second  Uberty 

H5,000 

»»,000 
130,000 

no,oa> 

"ft* 

(t)  Tlrrt  and  Second  Liberty  Loans  con- 
verted Into  Third  Loan  and  Third 

(e)  Flrrt  Ui-ertT  Loan  converted  Into 

15,000 

ft)  roarthIJhertTl,oan.- 

U  Other  UnHed  Sut«  obllicatlons,  n^ 
cept  class  (/),  Isaoed  since  SepiMQ- 









</)  Vlctwy  Ubertj  Loan  11%  Notes.— 
(t)  War  Finance  Corporation  Bonds 





— 

Nooe. 
«5,01»(!Wi.«I.C.) 

>f  the  ViaoTf  liberty  Loan, 


Non  A.— This  exemption  (iDasImnm  (15,000)  ts  Umtted  to  on*  and  one-half  times  the  amonnt  ot  bonds  of 
the  Fourth  liberty  l.oan  orlglually  subscribed  for  and  stlU  beU.  State  here  amount  of  bonds  ot  the  Fourth  LU>- 

(rt7  Loan  originally  subscribed  Ibr  and  still  held:  t 

Non  B  —This  eTcmptlon  (maximinn  RO.OOO)  is  llmltrd  to  three  times  the  amount  ot  notes  of  the  Vbtory 
liberty  Loan  oiij^iuaiy  suhscilbed  (or  and  still  br)d.    Suie  bore  amount  ot  i   ' ._  .  ^^- 

9^%  and  *^ff^  Ofi^ualty  sabocrfbed  for  and  stUlbeld.  S... 
■inptleii  U  separate  fi 
rflnanroCwporatio 

^J^^: 

_ _   •  and  War  ttavIngecrtiaoeUa  la  fxMDpt  frMD  normal  loeome  ti 

ansamr  of  t  ha  prindpal  aod  Is  oxnqit  trout  on 
UwtmnaodflnbaeqtMDtaito.   II  your  b'-*'*' 
1135  from  CollKtor  and  oomputo  taxable  I 
all  normal  laoome  tax  and  u  exempt  Iron  proftUt      ... 
This  exemption  Is  In  addilkn  to  the  exemptions  above  reterred  ^ 
SCHEDULE  AS:  IKTERKST  FROM  OTHER  SOURCES. 
I  showing  tl 


b«  claimed  against  War  F 


cxemptloo  allowed  en  other  obUgatli 
of  Liberty 


,Mntre] 
a  priDdpid  DC*  Victwllng  K,000. 


itoflheprindpallt 


d  bneln,  the  minor 


IS  being  grouped  in  one  figure.    The  total  of  the  scbedulc  sboukt  be  ontcfed  as  Item  6,  Schedule  A 

(1)  Hava  yoa  locloded  in  this  Item  oay  interert  on  prrtctred  stock? If  so,  how  mnch? 

an  J  Fedcnl  Income  tax  paid  at  foorce  In  porstMac*  of  tax-tao  conoaat 

oTcountry.  (6)  Idnd  of  obltaatlons  (whether 

-'-  '-^B^(i}  amount  oflnterest. 

nx  bulldlnis  or  otber  property  owned  or 


a  schedule  showlna  (aj  ni 


(3)  Have  you  lacfatded 
boBdsr If 

naUooal,  State,  muitlcipal,  or  corporate  ^Ugatloos),  (c]  amotiht  of  frtadpal, 
SCHEDULE  Aft:  IHCOMS  FROM  RXITTAIS. 
contioUedby  tl 
SCHEDULE  i 


e  Tnited  8tatea  npm  a 
reepcct  to  tOr«lga  corporations  sot  taxable  by  t 


icntryin  which  ontantted, 


8CREDULS  AID:  GROSS  DtCOMB  ptOU  JUX  OraMt,BOPHCM  ■JKBPT  UIVU>Ml)»  (1  la- 

Submltast^hedule  showing  th»sotlre^nat^g>,Mrfa|aaBaletth^IrtK^B^JIIlal^lll^lu^■^^fc^flfc^,^^■  ■teg 
Items  being  grouped  in  one  Ogure.    TbetoUIoftheMbcdaloaboiildbtoatoredaalMBUhBclNdatoA. 
8CHEDUUB  AIZ:  ORDIHART  AHD  BXCSSSAStT  BZPIS8I8  (atqt  aBM*  f'Bt^*'  li|illlH|.*a 
Scbedole  A  and  jMt  Inclndtnc  CHl  «r  iBhi*  W  caf«al  MMti  or  BriMltaaMaalBVMtotrii  «M  4Hfiig  taiU* 
parted). 
SMbmlt  a  statenunt  showing  dtaracter  and  a 
(For  schedules  to  be  submitted  by  Insunooe  oompaotea  seep 
BCHBDtTLS  A13:  COHPSNSATIOH  CI  OFnCXRa' 

Subnoit  a  schedule  thawing  lOr  each  oOcer  ( 1)  aatna,  f»  dottei,  <S)  tlm*  dnend  toaodt  dntla^(4)  Aans  or 
rtock  owned  or  controUed:  W  preferred,  (»)  eommm:  (S)  total  eo^MMBtlCB  for  tho  tuabto  pvlild,  a-'  "' 

ttoLaDdT<«>aalarlncrwe,Ifuiy,< ^  — --- 

hmlt  a  acdiedule  aliowUig  fOr  oaen  f 


itoftbepfiadi 


rcaiGpwMattCB  for  tlw  tuabto  p 

oot|l/lbOociaonpatiBBin,liMttSlKtonM»oafid|» 
SCHEDULE  A14:  REPAIRS  XhadaOBf  kbo^  ■qpBM'efWteed,  mi  Ak  IMn  fnfMl 

Submit  a  schedule  showing  the  satora  and  aototmt  of  the  prtndpal  Iteou  lackidcd  In  IleiD  U,  Bcbedoia  A.  m 
(For  classiacatlop  ot  repairs  sea  pai«c«lfe8.  Pt"  ^j  Oeoeral  lostrucUoas.)  I 

SCHEDULE  AIT:  DEBTS  ASCERXAZKSD  TO  SB  WORTHLESS  AKD  CSARCSO  OIT  WITHU J 
TAXABLE  PERIOD.  " 

Submit  a  acbedul*  showing  the  amooBt  (•)-ftftADc  from  lalaa.  or  fMeeinetlDasly  nportadiateea 
<b)  arising  from  other  sourceMlatenat,  roU,  royaWck  olo.)  prewutljr  tvporfed  ia  UMn«  (C)  MMtBt  B 
nbrcesotUthantluaespecilMsboveVtoUttwStd^  ^^  ■ 

SCHEDULE  Ata:  SZHAUSTIOH.  WEAR  AHD  TUft  {UKXUSaiO  0000U8CIIIO)b 

If  a  deductloo  Is  onde  on  accoifnt  of  deivedatlea.  the  faUowtag  scbcdola  must  bo  flttod  In,  lad  the  tl 
amount  claimed  in  this  scbedtti*  should  oocmpond  with  Uwflcans  reflected  la  the  baluMoibect.  (SooO — 
Instructions,  page  3.) 


kind  of  property. 

Dato 

CortorlUi 
narketvftliM 

prior  Iheieto. 

PrtbaM. 

AnsxtntofdepTecUtUctiiuiedoir.                fl 

Mqulr.* 
BWnt. 

TMXU. 

, 

■ 

1 

■ 

- 

■ 

ToW 

k. -_ 

I 

1... 





„_.. 

L. 



"^ 

NoTX.— If  ohsdescenee  Is  a  factor  In  drterminlng  your' deduction  attach  a  itatemmt  ihowiag  tlta  a 

37  CAPITAL  ASSETS  TfaKl 
d  dMtag  the  taxablfl  period  li 

lOfoUowiogli 

(1)  Original  cost  of  assets „„ — — 


(a)  DateofacqalsiUao.. 


(6)  Kind  of  asset. -; ■— f.    -• 

(3)  Fair  market  price  or  value  as  of  Harch  1,  IM^Uae^ndprigr 


(S)  Cost  ofmbscquent  Improvements,  Ifany 
(*)  De^iciaaon,  depjotloo,  -'—'——  --  ■ 

(a)  Shown  by  books 


(5)  Net  cost  (Tt 


c  amortinttoa  to  data  oSJk 


r  Item  2.  plus  Item  3,  mbuis  Item  4)., 


ot  Uqoidatlog  dtvtdeods 


(S)  Pate  loss  charged  off — — — ..-—*-.■  ■  -  ■  -'ii\;jtET 

!e  also  how  and  by  whom  fall  turket  prtee  or  vahw  u  of  M^b  1, 

113,  was  detemdned.. 


cash  value  of  property  rvodved  In  oxebaBC*  kr  oUmt  pc^wrty. 
SCHEDULE  A»:  AMORTXZAmnr  OF  WAR  VACOiTtUL 


The  amount  claimed  ft«  a  deductloa 


cader  this  Item  rtould  bo  ™*'*'gM**^gj'*gfe^P'yg3i^S 
Tbe*sped^  inform^oola  bo  mS^&  li  OcUMAb  Ar^-^ '- 


DISCOUICT  ASD  PREMIUU  OR  BOSTDS  SOLD. 

There  must  be  attached  to  the  return  a  achedule  sbonrlng  In  detaU  <al*  bn*  and  «la  ««  beadioCJ| 
nportlag  oorpoTBlloB  rivtng  the  fo»owli«  IntormatiDii:  («)  doss;  (6)  date  of  «k;  (r)  matmUy;  W  ar 


oBcivinxtlM 
l:inar«nlua 


it  bas  been  reported  as  Ii 


We,  the  undeirirnwJ,  prwident  and  timiurcr  of  the  TOrporation,  for  which  thiJ  riitumiB  voMe   oftrig  K^nuyouijjifoi^fiv^iwum'^c^^^^ 
including  the  accompaimi*  echedulw  and  otatementa.  haa  been^xamined  by  Mm  and  ie,  to  the  bert  of  hxa  knowledge  and  befial,  a  true  and  complete  tetum  oiade  m  good  iaith  p 
to  the  Revenue  Act  of  1918  and  the  R^giulatioofl  imied  thereunder. 

Bwoni  to  and  subecribed  before  me  this day  of , ■ — — ■  1920. 


(Ofltewo^aci^.) 
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'age  1  of  Intlnictivia 


GENERAL  INSTRUCTIONS. 

CORPORATION  RETURN. 


RETURNS. 

LIABILITY  FOR  FILING. 

1  Coraomaons  eenerany— Every  corporation,  joint-stock  company, 

Ml  of  the  Revenue  Act  of  1918,  and  having  a  net  incomoTor  the  taxable 
SJio'l  of  itoOO  or  more,  is  subject  to  the  excess-profita  tax  and  must  fUe 
t  complete  return  ou  this  form. 

2  \  corporation,  joint-stock  company,  association    or  msurance 

pages  1  and  4,  and  answering  aU  questions  on  page  3, 

3  Government  Contracts.-In  addition  thereto,  if  net  'n«>™e  Jf 
Bxcei  of  SI  0,000  was  derived  diinng  the  taxable  pe"od  from  a  Govern^ 
S^nTcontracl,  Form  1 1 20  S  should  be  secured  from  CoU^tor  of  Internal 
Revenue  for  your  district  and  filed  as  a  part  of  this  return. 

4  Foreign  Corporations.-A  foreign  coT)"™''""  ™N??'' l*" 'J^'tw 
is  required  to  make  return  to  the  coUcct«r  m  whose  district  a  located  its 
pn^?W  office  or  agency  through  which  is  tranf^ft^d  t^busin^s^m  the 
tnitei  states*  If  it  has  no  office  or  agency  in  ll>«H?'^  States,  t^ro- 
tum  should  be  filed  with  the  CoUector  of  Internal  Revenue,  Baltimore, 

"'''  The  gross  income  to  be  returned  mcludea  only  the  gross  income  from 
sourc,^  witto  the  United  States,  mcludmg  mterest  on  bonds,  not^  or 
other^nter^t-beanng  obligations  of  residents,  corporate  or  otherwise 
and  auSntsTecfived  representing  profits  on  tte  manufacture  and 
dUDOmtiOTof  goods  within  tile  United  States.  (See  Articles  91,  93,  5o^ 
S  625  of  Regulations  45.)    For  deductions  from  gross  moome  see 

^i°  A  foreign  corporation  should  fill  in  and  submit  all  *«  scM-J^ 
called  for  on  plges  1  and  4  of  the  return  with  respect  to  its  mcome  from 
sources  ^thiSX  United  States,  and  should  impute  ite  mcome  t^ 
fSchodule  D)  claiming,  however,  no  specific  e.wmption  (Item  9)  inas- 
SSchTthe  prefito  tSi  in  the  case  of  a  foreign  corporaUon  >8  not  based 
"n  invited  capital,  the  schedules  pertammg  thereto  should  not  be 
filled  in.     (See  Article  871,  Regulations  45.) 

6  Partnerships  and  Personal  Service  Corporations.-Partocrshii» 
And  personal  service  corporations  must  make  a  return  on  torm  10(55. 
(See  Article  624,  Regulations  45.) 

CONSOLIDATED  RETURNS. 

7.  The  parent  or  principal  W^ing  company  of  ^^tf^,"^^"": 
tions  as  defiied  in  Section  240  of  the  Act  and  Articles  631  to  63S  rf  the 
ReS^lItioBS,  must  file  a  consoUdated  return  on  this  form  with  the  col- 
kcSr  of  thi  district  in  which  ite  prmcipal  office  is  lo<=»ted  and  attach 
thereto  a  schedule  showing  the  names  and  addresses  of  all  affiliated  cor- 
DorSi^ns  to  tho-eroupTtogether  with  the  amount  of  tax  allocated  to 
ffi  ™ation.^But  s&  paragraph  9).  Each  of  the  other  affihated 
S^poratTons  shall  file  m  the  office  of  the  coUector  of  jte  district  Form 
1122.  • 

Consohdated  mvested  capital  must  be  computed  as  at  the  beginning 
of  the  taxable  period  of  the  parent  or  pnncapJ  '■^POJ'fg  ~'??»^„*°? 
consoUdated  inJome  must  be  computed\)n  the  basis  of  its  taxable  period. 
All  supplementary  and  supporting  schedules  should  be  prepMcd  to 
colu^ar  fSm,  one  column  being  provided  or  each  corporation  mcluded 
SX^nsolidation,  one  column  for  a  total  of  hke  itenis  before  adjust- 
Sents  are  made,  one  column  for  intercompany  ehmmations  aad 
Sliustmente,  and  one  column  for  a  tota^^of  like  items  after  giving  effect 
to  the  ehmmations  and  adjustments.  The  items  mcluded  m  the  column 
for  eUminations  and  adjustments  should  bo  symbolized  so  as  to  reaily 
identify  contra  items  affected  and  if  necessary,  m  order  togj^e  a  coirect 
understanding  of  these  entries,  suitable  explanations  shouldTie  appended. 

8  If  one  domestic  corporation  ovras  95  per  cent  or  more  of  the  out- 
standing voting  stock  of  another,  or  if  95  percent  Of™"™."'^!""^ 
standing  voting  stock  of  two  or  more  domestic  corporations  is  owned  by 
the  saile  mdividual  or  mdmduals,  partnership  or  partnerships  m  sub- 
stantiaUy  the  same  proportion,  a  consohdated  return  must  be  filed 
by  such  corporations  except  that  the  linutations  as  to  consohdation  pro- 
vided by  Article  635  mustV  observed.  If  the  ownership  is  less  than  95 
per  cent  of  the  outstanding  votmg  stock,  but  e-xceeds  50  P«^^';.*® 
Sarcnt  or  principal  corporation  o]  any  group  of  affihated  corporationa 
must  fumis't  the  information  caUed  for  m  questions  U  to  14,  page  3. 

9  In  case  of  aU  consolidated  returns  the  Department  prefers  that 
the  total  tax  assessed  against  the  affihated  ^"■"R^.^^f', ^«t  i.^? 
parent  or  principal  reporting  company  and  paid  by jt  to  the  Collector 
Sflntemaf  Revenue  with  whom  the  return  is  filed,  mstead  of  ihe  tax 
being  apportioned  among  the  affihated  companies. 

PERIOD  COVERED. 

10  The  taxable  period  is  the  calendar  year  1919  or  the  fiscal  period 
ended  m  the  calendar  yc"  1920,  and  the  net  mcome  shall  be  computed 
upon  the  basis  of  the  iorporation's  annual  accounting  period  (cJ^dar 
vlar  or  fiscal  period)  m  accordance  with  the  method  of  keeping  the 
&  T^ie  accounting  period  established  for  1918  must  be  adhered  to 
in  1919  unless  permission  was  received  from  the  Comniissioner  to  make 
a  change.  A  corporation  having  no  fiscal  year  must  file  its  return  ott 
the  basis  of  a  calendar  year 

11  If  a  corporation  changes  its  accountmg  penod,  and  not  merely 
its  taxable  year,  to  conform  with  its  e-xisting  accountmg  penod,  it  stall 
as  soon  as  possitle  give  to  the  collector  for  transmission  to  the  Commis- 
sioner written  notice  of  such  change  and  of  its  reason*  therefor  The 
Commissioner  wiD  no«.  aoprove  a  change  of  the  basis  of  computing  net 


income  unless  such  notice  is  given  at  a  time  which  is  to*  («)  »t  !«»' 
thirty  days  before  the  due  date  of  the  corporation  s  return  on  the  basis 
of^exiSmg  ta.xable  year  and  (6)  at  least  thjrty  d»ys  before  the  duo 
date  of  its  return  on  the  basis  of  the  proposed  taxable  year  (»=«  A™ 
cle  431  of  Regulations  45  and  Section  226  of  the  Revenue  Act  of  1918.) 

TIME  AND  PLACE  FOR  RLING. 

12  The  Return  must  be  sent  to  the  CoUector  of  Internal  Revenuafar 
the  district  in  which  the  corporation's  PHnjiP^.f®™,  "^  ,'°*»H°V^°  f?^ 
reach  the  collector's  office  on  or  before  the  fifteenth  day  of  the  third 
month  following  the  close  of  the  taxable  penod.  unless  an  extension  of 
time  has  been  granted. 

13  In  case  of  neglect  to  file  return  within  the  prescribed  time  the 
collector  is  authonzed  to  grant  an  extension  of  not  more  than  thirty  da^. 
providtd  such  wgUct  was  due  to  absence  or  sukmss,  and  provided  an 
application  for  such  extension  is  made  in  wntmg  prior  to  the  e^V^'^ 
ofthe  period  for  which  an  extension  may  be  granted.  In  mentonous 
cases  the  Commissioner  is  authorized  to  grant  a  further  extension. 


SIGNATURES  AND  VERIFICATION. 

14  The  return  shall  bo  sworn  to  by  the  president,  vice  presidentjOr 
other  principal  officer  and  by  the  treasurer  or  assistant  "j^"^"'-  The 
return  of  a  foreign  corporation  havmg  an  agent  m  the  United  btatffl 
shaU  be  sworn  toly  sucii  agent.  If  receivers,  trus  e<^  "^^J^^^^y-°' 
assienees  are  operating  the  property  ot  busmess  of  the  corporation,  such 
S?eS  ^toU,  orlsigmJes  sWexecuto  the  return  for  such  corpora- 
tion,  under  oath. 

PAYMENT  OF  TAXES. 

15.  The  tax  should  be  paid  by  sendine  or  brining  with  the  "turn 
a  check  or  money  order  drawn  to  the  order  of  "Colfector  of  Internal 
Revenue  at  (insert  name  of  city  and  State). 

16  Do  not  send  cash  through  the  mail  or  pay  it  in  person  except  at 
the  ofiice^of  the  collector  orl  regularly  established  mtemal-revenuo 
stamp  office. 

17  The  total  tax  may  be  paid  at  the  time  of  filing  the  return  or  in 
four  equal  inataUments,  as  follows:  „      , ,     ,       ,     />,. 

The  first  installment  shaU  be  paid  at  the  tune  fixed  by  law  lor  fil|ng 
the  return,  and  the  second  mstallment  shaU  be  paid  on  the  fif te«ith  day 
of  the  thiid  month,  the  third  instaUment  on  the  fifteenth  day  of  the 
sixth  month,  and  the  fourth  instaUment  on  the  fifteen  h  day  of  the 
ninth  month  after  the  time  fixed  by  law  for  fihng  the  return. 

PENALTIES. 

FOR  MAKING  FALSE  OR  FRAUDULENT  RETURN. 

Not  exceeding  $10,000  or  not  exceeding  <'°e.y?«'^|fP™''™?"',V^ 
both;  to  the  discretion  of  the  court,  and,  in  addition,  50  per  cent  ot  tho 

**^  ^^  '       FOR  FAILING  TO  MAKE  RETURN  ON  TIME. 

Not  more  than  $1,000,  and,  to  addition,,25  per  cent  of  the.amount 
of  tax  due.  ^^ 

FOR  FAILING  TO  PAY  TAX  WHEN  DUE  OR  UNDERSTATEMENT 
OF  TAX,  THRqUCH  NEGLIGENCE. 

Five  percent  of  the  tax  due  but  unpaid  plus  toterest  at  the  rate  of 
1%  pet  month  during  the  period  to  which  it  remains  unpaid. 

WORKING  PAPERS. 

Every  corporation  should  preserve,  avaUable  for  inspection  by  a 
revenue  officer,  working  papers  showmg—  ,     .v  . 

1.  The  balance  in  each  account  on  the  corporation  s  books  that  was 
used  to  preparing  Schedule  A.  ,       v 

2  The  amount  deducted  from  each  such  balance  on  account  of  each 

d^of  nontaxable  tocome,  unaUowable  deductions,  and  otha 
^tments  todicated  to  Schedule  M,  with  a  «f?f«'»  t«/^ 
number  of  the  item  to  Schedule  M  m  which  each  amount  so 
deducted  was  tocluded. 

3  The  rematoder  of  each  such  balance  analyzed  to  show  the  amount 

i^ctoded  to  each  item  of  Schedule  A,  with  a  reference  to  the 
nimber  of  the  item  to  Schedule  A  to  which  each  such  amount 
was  tocluded. 

NET  LOSSES 
Hior  any  taxable  period  beginning  after  October  3 1 ,  1918,  and  ending 
Prior  to  JanluTl,  1920,  it  appears  upon  the  production  of  evidence 
S^toiTto  fee  Commissioner  that  any  taxpayer  has  sustamed  a  net 
l^^rSiount  of  such  net  loss  shaU  under  regulations  prescnbed  by 
^^'oZ^^er  with  the  approval  of  the  Secretary  be  deducted  frorn 
Z  ^?S^e  of  the  taxpayer  for  the  P^««=^4«/^i«  ^Pof  i^h  J^ 
tavea  imoosed  bv  Titles  II  and  III,  Revenue  Act  of  1918,  for  sued  pie- 
Sg^^o^riod  ShaU  beredetermmed  accordinky.  Any  amount 
D^  due  to  the  taxpayer  upon  the  basis  of  suS  redeter^taon 
shXl»  credited  or  refuiided  to  the  taxpayer  m  accordance  with,  the 
orovistonfof  Son  252,  Revenue  Act  of^l918.  If  such  net  loss  is  m 
eS  if  the  net  mcome  for  such  preceding  taxable  period  the  amount 
of^hex^  shall  under  regulatmns  prescribed  by  the  Commissioner 
^th  to^vdot  the SecreS^y be allLedj^ 'rtf^AS^  l"6r?M3^ 
SenettocSmefortbasucceedingtaxablepenod.    (SeeArUdes  1601-1603, 

Regulations  45.) 

REGULATIONS   4S 

Copies  of  Regulations  45  may  bo  bbtatoed  from  the  Collector  of 
I    IntemiJ  Revenue  for  your  district.  »-^ 
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Page  2  of  Instructions 
INSTRUCTIONS  REGARDING  DETERMINATION  OF  CREDITS,  COMPUYaTJON  OF  TA^f,  ETC. 


RKCtnjkTloNS  coveAinc  cross  income  and  deductions. 

1.  Hailroftd  corporatioiu,  hftnln,  insurmnce  compftoiee,  md  oUmh*  corpontiomi  required 
to  submit  MAt«in«ntfl  of  income  and  blp«n»ca  to  uiy  lUitioniJ,  State,  municipal,  o>  othec 
public  oificor  may  tubmtt  ioatead  of  Schedule  A  a  statoment  of  incoffle  and  expeneee  in 
the  form  in  which  mbmitted  to  such  officer  In  nicfa  caeee  the  taxable  net  Income  vill 
be  reconciled  hy  meana  of  Schedule  M  with  the  net  profit  Hhown  by  the  income  and 
•xp«iM  itatement  vuboitted,  and  itaonld  be  entered  ae  Item  27,  Schei^ule  A,  page  1 

2.  life  ineunnce  compaidea  ihoald  enter  as  Item  3,  Schedule  A,  the  total  premianui 
received  from  pijlcyholden  \«m  eodk  partioo  thereof  as  has  been  paid  back  or  credited  to, 
or  treated  as  an  al»tament  of  prenuume  of,  aucb  poUcyholdora  within  the  taxable  year. 
(See  Artictee  M8  and  M&  of  Relations  4&.) 

3.  Mutual  marine  ^jvurance  companies  should  report  as  Item  3,  Schedule  A,  the  groea 
premiums  collected  and  received  by  them  lees  amounts  paid  fur  reinsurance. 

4.  Insurance  companies  should  state  separately  in  Schedule  Al2,  (a)  the  net  addition 
required  by  law  to  be  made  within  the  taxable  year  to  reeen'o  fubds  (including  in  the  case 
of  assessment  insurance  companies  the  actual  deposit  of  sums  with  State  or  Territorial  offi- 
c<?B  pursuant  to  law  as  additions  to  guarantee  or  rcecrve  funds;  and  (b)  the  total  nf  sums 
other  than  di^'idendi  paid  within  the  year  on  policy  and  annuity  contracts.  ^ 

&.  Corporations  issuing  pollciee  covering  life,  health,  and  accident  insurance  combined 
in  one  policy  iasued  on  the  weekly  premium  payment  plan  continuing  for  life  and  not  sub- 
ject to  cancellation  should  report  in  Schedule  A12  such  part  of  the  net  addition  (not  required 
by  law)  made  within  the  taxable  year  to  reserve  funds  as  the  Commissioner  finds  to  be 
required  for  the  protection  of  the  holders  of  such  policies. 

6.  Mutual  marine  insurance  compaoiea  should  report  in  Schedule  A12  amounts  repaid 
4o  policyholders  on  account  of  premiums  previously  paid  by  them  and  interest  paid  upon 
8u<^  amounts  between  the  ascertainment  and  the  payment  thereof. 

7.  Mutual  Insurance  companies  (other  Than  mutual  life  and  mutual  marine  insurance 
campaniee)tiiat  require  their  members  to  make  premium  depoeils  to  prD\-ide  fur  losses' and 
expenses,  should  report  in  Schedule  A12  the  amount  of  premium  depoeita  returned  to 
their  policyholders  and  the  amount  of  premium  de[>ooits  retained  for  the  payment  of  lossee, 
expenses,  and  reinsurance  reserves  (unless  deducted  elsewhere  in  Schedule  A). 

8.  Incidenta]  repaire,  which  do  not  add  to  the  value  or  appreciably  prolong  the  life  of 
IHoperty,  are  deductible  as  expenses.  Expenditures  for  new  buildings,  machinery, 
equipment,  or  for  permanent  improvement  or  betterments  which  increase  the  value  of 
the  property  are  chargeable  to  capital  account.  Expenditures  for  restoring  <>  replacing 
pnperty  are  not  deductible  under  this  ax  any  other  item  of  the  return.  Such  expend!, 
tores  a<«  chargeable  to  capital  account  or  to  depreciation  reserve,  depending  on  the  treat- 
ment of  depreciation  on  the  books  of  the  taxpayer.    (Schedule  A,  Item  14.) 

9.  The  amount  of  interest  deductible  tmder  item  15,  Schedule  A,  is  the  amount  of 
intenst  paid  or  accrued  within  the  taxaUe  year  on  its  indebtedness,  except  on  indebted* 
nesB  incurred  or  continued  to  purchase  or  <Arry  obligations  or  securities  (other  than  obli* 
gations  of  the  United  States  iaeued  after  September  24,  1917),  the  interest  upon  which  is 
wholly  exempt  from  taxation  under  the  Act  as  income  to  the  taxpayer,  or,  in  the  case  of 
a  foreign  corporation,  the  proportion  of  such  interest  which  the  amount  of  its  gross  income 
from  Bourcee  within  the  United  States  bears  to  the  amount  of  its  gross  income  frora  all 
sourcea  within  and  without  the  United  States.     (Schedule  A,  Item  15.)  \ 

10.  Exhaustion,  wear  and  teat  (including  obsolescence). —The  amoimt  deductible.on 
account  of  depreciation  is  an  amount  charged  off  which  fairly'  measures  the  loes  during  the 
year  in  the  value  of  physical  property  by  reason  of  exhnufition,  wear,  tear,  and  obsolescence. 
Such  an  amount  ehould  bo  determined  upon  ba^  of  the  cost  or  fair  market  value  as  of 
March  1,  Idl3,  if  acquired  prior  thereto,  of  the  property  and  the  probable  number  of  years 

"ccmstitutitig  iLsUfe.  The  capital  soin'^^  replaced  should  be  charged  oH  ovor~th4 
probable  life  of  the  property  either  in  equal  annual  installments  or  in  accordance  with  any 
other  recognixed  trade  practice,  such  as  an  apportionment  of  .the  capital  sum  over  units  of 
producti()n.  ^^^liatever  plan  or  method  of  apportionmeot  is  adopted  must  be  reasonable 
and  should  be  described  in  the  return.  Stocks,  bonds,  and  like  30cunties  are  not  subject 
to  exhaustioD,  wear  and  tear,  within  the  meaning  of  the  law. 

PROVISIONS  AFFECTING  INVESTED  CAPITAL  AND  CREDITS. 
UTURNS  for  rART  OF  A  YCAIL 

11.  If  this  return  is  for  a  period  less  than  a  full  year,  Item  3,  Schedule  C;  Items  land  2, 
ctdumn  2,  Schedule  D;  and  Item  9,  Schedule  D,  shall  be  reduced  to  as  many  twelfths  of 
the  figuree  for  a  full  year  ts  there  are  months  in  the  period  for  which  the  return  is  made. 

j-  If  the  period  for  which  the  first  or  final  return  is  made  includes  fractions  of  months, 
uere  shall  he  adde4Jp  the  number  of  complete  months  as  many  thirtieths  of  a  month 
as  there  are  days  in  the  frac&>nal  parts  of  months. 

CREDIT  FOR  INCOME,  WAR-PROFITS,  AND  EXCESS-PROFITS  TAXES  PAID 
OR  ACCRUED  DURING  TAXABLE  PERIOD  TO  FOREIGN  COUNTRIES 
OR  POSSESSIONS  OF  THE  UNITED  STATES. 

12.  If  a  credit  is  daimod  in  Item  13,  Schedule  B,  a  copy  of  Form  1118,-  completely 
filled  out  and  sworn  to  or  afBimed,  must  be  submitted  with  this  return.  If  credit  is  sought 
for  taxes  already  paid,  the  form  must  have  attached  to  it  the  receipt  for  each  such  tax  pay- 
ment. If  credit  is  sought  for  taxu  accrued,  the  form  must  have  attached  to  it  the  return 
on  which  eaclunich  accrued  tax  wis  baaed.    (See  Article  611  of  Regulatioais  45.) 

13.  When  a  credit  is  claimed  for  accrued  taxes,  the  Commissioner  may,  as  a  condition 
precedent  ta  the  allowance  of  this  credit,  require  the  corporation  to  give  a  bond  (Form 
1119),  with  sureties  satistacttnry  to  and  to  be  approved  by  him  In  such  penal  sum'  as  he 
may  require,  conditioned  iot  the  payment  by  the  taxpayer  of  any  amount  of  taxes  fotmd 
due  if  the  taxes  when  paid  diSor  from  the  amount  claimed  in  respect  thereof. 

PROVISIONS  AFFECTING  COMPUTATION  OF  EXCESS-PROFITS  TAX. 

14.  Item  3,  Schedule  D.  is  the  excoai  profits  tax  unless  the  taxpayer  is  subject  to  one 
or  more  d  the  following  provisions: 

(s)  Lbnhations  oo  total  tax.— The  maximam  excees-profits  tax  imposed  shall  in  no 
mm  b«  mora  thifi  20  per  cent  o<  the  net  income  in  «xc«ai  of  t3,000  and  not  in  mxetm  U 


920,000  plus  40  per  cent  ot  the  net  income  lo  excess  of  920,000  (Sactloo  302),  unless  Ml 
incecne  amounting  to  more  than  |10,000  wa%derived  fron  a  GovwiUDml  contract,  wh« 
the  tax  on  such  income  shall  besaened  underSection  301(c),  in  which  cast  the  raaximua 
exc««  and  warfmfila  tax  imposed  apoa  Uxieproportioa  of  the  DsilncooM  shall  not  ben 
than  30  per  caot  ot  the  amonnt  of  iwt  Ineome  in  excess  of  93,000  and  not  in  oxceas  cH 
920,000  pitH  SO  per  cem  of  the  amount  of  net  iocoms  in  excess  ot  930.000    (Set  Section  302.1 

(b)  Tax  «a  profits  frosn  aals  ai  minanl  depoeto.— In  the  case  of  a  bona  fide  «de  ol 
mines,  oil  or  gas  wells,  or  any  interest  therein,  when  the  principal  value  <4  the  property 
has  bMm  dranonntrated  by  prospecting  or  axploratioo  and  discovery  work  doiw  by  the 
taxpayer,  the  portion  of  the  ezceB-pfofita  tax  attributable  to  such  sale  shall  not  exmed 
20  per  cent  of  the  selling  price  ai  such  property  or  interest  (See  Articles  971  and  972  of 
Regulations  45,  and  Sectim  337  of  the  Act.) 

The  first  step  is  to  find  the  excess-profits  tax  oocnputad  witho«t  regard  to  thiapeovi. 
sion;  thesecondistofindof  the  tax  thus  computed  such  portion  as  the  net  incooM  bom  the 
the  sale  bears  to  the  total  net  inonne  If  this  portion  equab  or  does  not  exceed  20  per  c 
of  the  selling  price,  then  no  adjustment  ts  permitted.  Should  auch  pcrtioa  exceed  20  per 
cent  of  the  selling  price,  then,  fint*  find  such  pcrtkn  off  the  excese-p>Dfiis  tax  as  the  net 
income  not  attributable  to  the  sale  bean  to  the  total  net  income,  and  secondly,  add  to 
this  20  per  cent  of  the  selling  price  of  the  minenl  depoeite. 

(c)  Tax  on  corpontioa  en^ed  In  minl^  of  (old.— If  a  corpoiation  wia  engaged  in 
the  mining  of  gold,  its  excess-i^ofits  tax  shall  be  that  proportion  off  Itsm  S,  Schedule  D, 
which  the  net  income  not  derived  from  the  mining  ol  gold  beam  to  the  total  net  income. 
(Artidee  752  and  7&3,  Regulations  4&,  Section  304(c)  of  the  Act.) 

((f)  Tax  of  corpontka  wbooe  IneooM  Is  derlftd  in  ftrt  ftom  ■■pHwotl  Sinfon.**- 
part  of  the  net  income  (notless  than  80  per  coot)  is  derived  from  »  eepante  trade  or  booines 
of  the  character  ot  "penonal  wrvice,**  the  tax  aliall  be  oonputed  in  acoordaooa  with  tba 
pn>vi«ioDs  of  Arttdos  741  to  743,  Begulatia»  4&,  Section  303  of  the  Act.  . 

15.  Statement  of  basis  of  claims.— If  the  corpotatioa  claims  die  benefit  of  one  or 
man  of  these  provisions,  it  should  attach  to  the  return  a  complete  statement  of  the  basis  for  { 
eodi  claim  and  a  computation  of  the  tax  payable  in  the  event  that  such  claim  is  allowed. 
The  amount  of  tax  so  computed vhould  be  entered  in  Schedule  D,  but,  except  in  cases 
blling  under  (a)  above,  the  taxpayer  must  nevertheless  fill  out  all  the  schedules  of  this 
form. 

SPECIAL  CASES. 

16.  Definition  of  special  cases. — Section  327  of  the  Aot  provides  that  ia  the  following 
cases  the  tax  shall  be  detennined  as  provided  in  Section  931: 

(a)  ^Vhere  the  Commissioner  is  unable  to  detennins  the  invested  c^tal  as  provided 
in  Section  326. 

(b)  In  the  case  of  a  foreign  corporation. 

(c)  Where  a  mixed  tggregate  of  tangible  {voperty  andT  Intangible  property  has  been 
paid  in  for  stock  or  for  stockjtnd  boods  and  the  CommisEbnu  is  unable  aatiafactarily  to 
detwmiue  the  respectivo  \'aluee  of  the  several  chuees  of  property  at  the  time  of  payment, 
ct  to  distinguish  the  claasea  of  property  paid  in  f(a  stock  and  for  bonds,  reepectivaly. 

(d)  Where,  upon  application  by  the  corpiHation,  the  Commissioner  finds  and  declares 
of  record  that  the  tax  if  detwrnined  without  benefit  of  this  sectkn  would,  owing  to  abnor- 
mal conditions  aflMiing  the  capital  or  incomo  of  the  corporation,  w<n'k  upon  the  corpor** 
tion  an  exceptirau!Rardship  evidenced  by  gross  diaproportion  between  the  tax  computed 
without  benefit  of  this  section  and  the  tax  computed  by  reference  to  the  representative 
corp^tions  sped&ed  in  Secd^  328.  This  subdi%'ision  shall -not  apply  to  any  case:  (1)  In 
which  the  tax  (computed  without  benefit  of  this  section)  is  high  merely  because  the  cofpo- 
^tton  earned  within  the  taxable  year  a  high  rate  of  profits  upon  a  normal  invested  capital, 
nor  (2)  in  which  &0  per  centum  or  more  of  the  gron  income  of  the  cocpontion  lor  the  texable 
year  (compute  imder  SectioQ  233  of  Title  II)  conststs  ti  guns,  pn^ta,  oommiHions,  or 
other  income  derived  on  a  cost-plus  basis  from  n  Government  contact  or  oontOKts  made 
between  April  6, 1917,  and  November  11, 1918,  both  dates  inclusive. 

17.  Treatment  of  special  casss.— In  the  cases  sitecifiod  in  Section  327  the  tax  will  be 
specialty  determined  imder  the  provisions  of  Section  328.  A  oorpocatioa  which  cooms 
within  the*provisions  of  subdi^-ision  (<0  of  Section  327  (pan«ia|^  15,  above)  may  make 
application  for  asseeement  under  the  provisjons  of  Section  328,  mhidi  apptication  shall 
be  attached  to  its  return  in  the  form  of  a  statement  setting  forth  in  tnll-  (a)  Hie  rsssona 
why  the  tax  should  be  so  determined^  (b)  the  facts  open  which  sudi  rsasom  an  bnsed; 
(c)  an  exact  description  of  each  trade  or  business  or  important  branch  ot  a  trade  or  buai- 
nesB  carried  on  by  it;  (d)  a  statement  of  the  invested  capital  and  net  inoone  ior  each  year 
since  the  beginning  of  the  prewar  period;  and  (e)  a  statement  dMnring  the  amount  of 
gains,  profits,  commissions,  or  other  income  derived  on  a  cost-plus  bMis  fron  Govemmeot 
contracts  made  after  April  5, 1917,  and  tnfore  November  U^MsiS,  and  blowing  the  per 
cent  which  such  income  is  ai  the  total  income  ot  the  corporation.    (See  Article  901.) 

18.  RetniBS  la  ^edal  eases.— Corporations  other  tlun  foreign  corporations  making 
daim  for  anesament  under  Section  328  of  the  Act  should  answer  all  questions  and  file  all 
schedules  as  far  as  possible  and  attach  a  statement  explaining  why  it  is  impracticable  tc 
fill  out  the  entire  return. 

UNDISTRtBUTED  PROFITS  TAXABLE  TO  STOaOIOLDERS. 

19.  If  any  corpoimtion,  however  created  or  organixed,  is  iorued  cr  avtiUd  of  fcr 
the  purpose  d  preventing  the  imposition  of  the  surtax  upon  its  stockholden  ct'mmabva 
through  the  medium  of  permitting  its  gains  or  profits  to  accumulate  instead  of  being 
divided  or  distributed,  such  corporation  shall  not  be  subject  to  the  tax  imposed  by  Sectioi^ 
230  of  the  Revenue  Act  of  1918,  but  the  stockholden  or  members  thereof  diaU  be  subject 
to  taxation  under  Title  11  in  the  same  manner  as  in  the  case  of  stockboldsn  of  ft  psnonal 
service  corporatioD,  except  that  the  tax  imposed  by  Title  III  of  the  Revenue  Act  of  1918 
■hall  be  deducted  from  Uie  not  income  of  the  corporation  before  the  proportionate  ihsrs 
of  each  stockholdsc  or  member  H  computed.  (Sectim  220.  Aftids  S9L)  s-m*        * 
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DEIIVER  OR  SEND  THIS 

RETURN  SO  AS  TO 
REACH  COLLECTOR  OF 
INTERNAL  REVENUE  ON 
OR  BEFORE  THE  15™ 
DAY  OF  THE  THIRD 
MONTH  AFTER  THE 
CLOSE  OF  THE  PERIOD 

IF  EXTENSION  OF 

TIME  FOR  PILING  RETURN 

HAS  BEEN  GRANTED 

THE  AUTHORIZATION 

MUST  BE  ATTACHED  TO 

\        THIS  RETURN      " 


Page  1— Summary- 
Form  1120-A-UN-ITED  STATES  INTEKNAL  REVENUE  '^^'^^'''^t.^,^,, 

CORPORAnON  INCOME  AND  PROHTS  TAX  RETURN 


Fiscal  Period  begun 


.,  and  ended - --.-.1919 


Iswth  •ill  iMml 


(Print  plainly  corporition'.  nam.  .nd  prlncip.1  pUc.  of  bu.In«.) 


CASH 

ciScic 


CERT.  OF  IND. 


(Cuhtor'l  Stamp) 


-SCHEDULE  1— NET  INCOME 


9.  Inveheo  CiKiAi  roK  Each  Yeaii 

10.  AvsaiOK  iNVEmiD  CiimL  for  Phewak  Pemod  (sum  ot  items 

11.  iMCRKASg' 


line  9  tor  1911, 1912,  md  1913,  divided  by  number  ot  yeais).. 

CoMPAREDWiTH  AvERAOE  PnEWAit  INVESTED  O.rrrAL  (indicate  decrease  by  "D")-!!- 


(It  this 


•-^--^-^^mmsmfmwwfwsjns^^,....^., 


1 .  Eisht  per  cent  o!  invested  capital  for  taxable  year  (Item 
last  column.  Schedule  II) ■ 


Exemption,  except  lor  foreign  corporations  ($3,000) 

EicESs-PKOirrs  Carorr  (Item  1  plus  Item  2) 1? — 


Item  U,  Schedule  II 
6.  (o)  TOTAl. 


c  tor  prewar  period  (Item  6,  Schedule  1).. 
'0J&  of  decrease  shown  by 


v,^  u,  ,„»  DiEJEBiKCE  Between)  Items  4  and  5 
(h)  WJi  of  invMitcd  capital  for  taxable  year  (Iten 


9,  last  column.  Schedule  if),  »fcicl«»er  is  Urj«. 

7.  Exemption,  except  for  foreign  corporations  ($3,00O)_.. 

8,  Wah-Pkoitts  CaEcrr  (Item  6  plus  Item  71-— 


(If  this  return  is  tor  a  period  less  than 


"SCHEDULE  IV— COMPUTATION  OK  lAAtS. 

■!;*n:^!'°n7?Kt??vg?SffaKSI^uc^^'^Sti-ig'W»^phl.Pa^l°tIns.n^^ 


4.  Net  income  for  taxable  year  (Item  7,  Schedule  1) 

5.  Las  amount  ot  war-profits  credit  (Item  8,  Schedule  III). 
8.  Rbiiaikdeii--™. . 


7.  Eighty  per  cent  ot  Item  6 1. 

8.  Leas   Item  3   colun'n  8   (it 

smaller  than  Item  7) 1^;; 

9.  Tax  in  Bracket  thkeb  (Item  7 


10.  TolAl  XT  1918  Kates  roK  War  Proeits 

11.  ToTAi  AT  1918  Rates  rem  War  Profttr 

12.  Total  at  1919  Rates  for  War  Protits 


Item  8  is  the  larger,  make  no  entry). 
,  Excess  PnorwrAS  CoiertrrED  cnder  Section  301  (o)  (Item 3,  colunm8,  plus  Item  9), 

ExcMS  PROrrrs,  ir  Coktoted  iraoER  Sbotoh  302  (see  InetrdcUoii,  page  1,  papgraphs' 6  and  7) 

301  (c)  ACT  302 


30.  Total  Tax  (Total  of  Itcma  26.  27.  28.  and  29) 


31.  Tax  paid :  On  eubmiamon  of 


Vat»  t-Chtcome.Schedulea 
SCHEDULE  A— TAXABLE  NET  INCOME. 


BSS!5ig^»JS.gS'S»ggSiKSg»-ai^ 


CKOumcoMC 

1.  On»  mJm,  Imb  r«tanM  and  «llow«nr(« 

2.  !«■  COB  _ot  pMds  •old,  ndimiv.  «(  Mpetun,  repiin,  ind  otherltcn  caU«d  for  Kfmi^ 


below  (Irom  Schedulo  A2).. 


amilcipd,  „  „ 

~lWJUb«f«CODC 


S.  Cion  iDcomo  from  oponiUoo.  oUmt  ibu  lndii«  oc  muofKturiiig,  lea  •llowuco  (fico  Schedol*  A3) 

i.  InUTOt  on  oblipUon  of  th.  United  SUtm  or  ito  pOMKou  OM  mmpt  (tiom  Schedula  A4X 

5.  latcreii  fttiai  oUier  aouic«a  (from  Stcbeduto  Aft) 

«.  R«l»li 

7.  llo>-«ItiM 


8.  S>^  of  Mt  Income  e«nod  during  poMd  by  p««»ulKrvic«<«l«mti0M(wh«heri«adv^  _. 

9.  Dividend,  on  «ccl=  of  fordgn  coTK„»tion.  (fwm  Schedulo  A9).  « ;  divided,  on  rtock  o<  donMk: 

■in   r.,^^™ "."'''"„'*"?  P"™'"*'  «^"«  corporation.,  f .  totH 

11.  TotAL  or  Items  1  to  10 


'"•  ^^."  vStf^72:p!S'r;ir^3uS"^'^cn"J»i3  S*^*," ^"^  (0, «p«.Wy  below,  «„1  not  Jndnd. 
l3.C«j.5en«Uono,offi„^in_e^l^^^ 


„,  ,;i'fi,~"  J  ■' "'%.""«™"  "■' ""™  1"  wBolly  exempt  from  income  t«i) 

-»;;ed;sirroSws:.*;fi1iS3i|'^c^"t?eTi,uT.7r^^ 


17.  Debt.  «ecertMned  to  be  worthless  and  charged  off  within  the  taiable  year.. 


18.  Exhaustion,  wear  and  tear 

19.  Depletion.    11  depletion 

or  gas  company,  Form 


Total  OP  Items  12 1 
DirrEHENcE  Between  Iteus  11  j 


■rCinctuduiB  obsolescence)  (irom  Schedulo  AISI 

N  ?wSh  f„^t  JT^*  "iT'^i  "^^  'n'»'n>»tion  SiS  for  by  Form  A  (revised),  or  if  byuTS" 
«  (which  form,  can  be  obtained  irom  the  CoUeclor),  murt  be  submitted  iJith  this  iettmi 


•  f!^°'  '."^  ^  J^^  "'  MpM  Msets  and  miscellaneous  invcsOnents  (from  Schedule  A«'l 
.  Lo<Be«suslaineddunnsrlhelaxabev>ar  «t,h  Ho,!,,......!  ...j..orr.i_.ii'>'?','r?~''" ;?--'-.- 


...  J  ™ui  or  ,o»|.  on  raira  or  capital  assets  and  miscellaneous  invcsOnents  (from  Schedule  *•>■>> 


24.  Net  income  tor  taxable  year  exclusiveof  deduction,  for  dividends  and  amortization(total  of  or  difference  betw,«nltems'2^23,  the  latter  a,  ext.nd«^^ 

25.  Dividend,  received  from  domeeUc  corporations,  not  personal  ser^-ice  corporations .... 

26.  Amortization  of  war  facUities  (from  Schedule  A26)  (extend  total  of  Item.  25  and  26) .- 

— '*'"  '"'^"'"'/"l, T*^*!.""^  ^  '*'  (Difference  between  Item,  24  and  26,  the  latter  a.  extended)  (to  be  entered  a.  Item  7.  Schedule  I,  p»«  1)  _)» 

SCHEDULE  B-RECONCILIATION  OF  NET  PROFIT  PER  BOOKS  WITH  TAXABLE  NET  INCOMJ: 


2.  Unallowable  deduclions' 

(a)   Donations,  patuiUee,  and  contributions. 
(&)    lacvBie.  wir-9n>flu,  and  nc*t*-pnsu  uiei 
tbe  I'nilfd  SUIet.  ill  pwgrauona.  ar  a  t< 

(c)  Special  improvement  taxes  tending 

value  of  the  properly  assessed , 

(d)  Furniture  and  fixture^  additions,  or  betterment. 

treated  as  expenses  on  the  books  .  


D  coaalr; 


(j)   lakmi 

Vnlle 


(')    Replacements  covered  by  depredation 

(/)  Insurance  premium,  paid  on  the  life  of  any  officer  or 
employee  lor  tiiebenefitofihecorporationorbusincas 
^!i  tJiIii'i?"'""  '■W^  "  oniiauta  I.  ,.„]„„  „ 

,i\     .  ??>."'""  "  'ho'lJ  «Kmpt  Troa  Inmsc  Ux 

(A)  Addiuonfliore*fne8forbaddebt«,comiiieend€e  etc 
(to  be  detailed) 7^  _J 

(0 ^ 

0) 

(*)   


(m)  Other  unalloTablc  deductions  (lo  be  detailed) L 

.(n) 

3.  Distribnlive  share  of  net  incoaie,  earned  iti/inff  period  bV  «.'- 
soual  semce  corporttious  oot  received  or  accrued  on  bools..  J._ 

.1*  "-■•^■»J23.lKh(diilea(iiideMjBlrj-*ei»iifiOBliiw  ji 
5. TOTAt L 


6.  Nontaxable  income: 
(a)   Interest  on  o' 

poseeasions, 

(6)   Inlerest  on  obligaui 


iationfl  of  the  United  Sutee  and  ita 
lolly  exempt 


political  t'u.r^i.iciuua  luenrui 

(c)    Interest  on  Farm  Lean  Bonds  iseued  uJ^oTFedmLl 


D  Stock  of  domestic  coipoimtioos-. 


J*0   Di-i-idendi.  ™  „w^*  «,  „v«.^*«,  »miju«»uvub- 

(e)    Dividends  on  stock  of  penonal  service  conXHmtiooa 
declared  out  ofprofita  earned  prior  to  taxable  period. 

(/)   Other  items  of  nontaxable  income  (to  be  detailed)... 

(if) . 


(A) [ 

^(0 

Ctiar|ve  against  reaer\-e8  for  bad  debts,  contingeiicies,  etc. 


vwu^es  ogainsi  r 
(to  be  detailed). 

(a) 

ih) 

(c) 


9.  Taxable  net  income  (Item  27, 8cb6dule  A)„ 


"I  ^  >^Jut  bo«k  prwSt  »r  1««  wit  h  thr  umbbU  rfptiUA 
iBd  23.  SrkPdole  A  ( ubUm  eatij  betonn «  Um  Si' 


balance  oliects  shoiiJU  be  prcparcd 

ASSETS. 
Calk  (lDclu<Uac  evb  In  bank  uk) 


AtMch  >,„„,.>,.         V.        ,v,  SCHEDULE  C— BALANCE  SHEETS. 

„^.^..A. u^?">    .       .      .  ASSETS  fCooilniwd).  assets /r-.tin.-dv  ... 


hand,  ocTti& 
NcmaU*  (before  deducUof 
rac«t>aUc  (to  b«  cla«a>fled>. 


Itaw  mttcfials. 
Suppltrs. 

Stork  of  c«ruot»tigti>— 


AS^TS  rCoDllniwd). 

Coc1Iauc<)— Do    ' 

t^xcmpt  (miinicip&l 

Lmu  ami  aittmnK 


IatMar>i»— Coci  ioiwd— Bonrty- 
''^  -- ipt  (mimirtpal.jf 

sttadcmptoyccs. 


riuJaMtu 

Mftchintry. 

Tools  and  m 


■*  «*Po»t«>n  l>avinK  a  net  income  of  $3,000  or  more. ' 
a  parailyl  coJumos)  aa  of  lite  bej^nning  of  ila  first  full  pre- 


nAtctiatwctet). 

fhicb 


ASSETS  (CocUnutd). 


Paltala.  (mJ  «%  mJ  wW  '-intT'i  MMtu 

P-ia  lor  In  slock  (other  than  itock  dlridends). 
Cmtnl  by  stork  ii\  Idod  or  i 
KmmM: 

OnboaJs. 


To     - 


LIABIUTIES. 


Otbtr! 
A«nM4«MMa  Ml  MMTVM,  1l»  rlMrgcs  emltoc  ■ 

alknrtblc  <lc4ucUom  fe«atBC«a*  (to  bedrutSax 


S«7lM  mJ  •■A'^i*^  fnCb. 


To»*i. 


0  full  prewar  year,  should  also  attach  to  this  return  umilar  balance  sheets  (pref« 


i 


Attach  hereto  an  analyse  of  the  cotporatioo'i 


SCHEDULE  D— ANALYSIS  OF  SURPLUS  ACCOUNT.       ' 

1    Surplus  at  betinnin   of  v      '      Ivvi.  '"'''"" ''"''™''  *°""*  "'°  '''''■"''  "' ""  '^'"""'°"  "'  ""T''"  '"'  "'"  '"'"''e  year,  as  nearly  as  practicable  in  the  foUowing  form: 

Add:  1  Tjlal  net  pn.lft per  boo^aS*^  Sihcdulc  B  (Item  I)  I  "**""■  '' „?'ii''',''°M  '■""°  """^  '">■"'"''  "^  *'°°"»'  "'  "^'  •^  "'«'>'"  '»  «* 

4.To.iinrf2"i°n3r"'*"""''"^'"'>-  6.0.1,erdeb'i».„,un,„„(,obede,ail.d). 

a  .      .      .  I  7-  SnrpluB  at  end  of  year  per  books. 

.ifffi7;;:;^t'i^i5'^y^r.^^{,£r«.r^uS.V»^^ 
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SCHEDULE  A13:  COMPENSATION  OF  OFFICERS. 

Submit  a  schedule  showing  for  each  officcf  (1)  name;  (2)  duties;  (3)  timo  dovoled  to 
Buch  duties;  (-1)  shares  of  stock  owned,  (a)  common,  (6)  prcfoirod;  (5)  total  annual  com- 
pensation for  the  taxable  years  1917, 191S,  and  1910;  and  (C)  reason 


Pag©  3 — Inoomo  Schodulos — Concluded 

SCHEDULES  SUPPORTING  SCHEDULE  A 

The  schedules  called  for  below  should  bo  pi-cparcd  and  firmly  stnpled  to  this  reluni.  Dcsiffnato  each  schedule  with  the  number  of  the  item  in 
Sclie^lulo  A  which  it  explains.  Make  schedules  on  paper  of  uniform  size  bo  far  as  jypacticable.  In  the  sjince  provided  for  t lie  pnrposci  on  page  6  list 
all  sciiedulcs  attached  to  this  return,  giving  tlio  title  and  schedule  number  of  each.    Keforenccs  to  Regulations  45  are  to  revised  edition. 

Mutual  insurance  companies  (other  than  mutual  life  and  mutual  maiino  insurance 
companiea)  that  require  their  mcmbeis  to  make  premium  dcporatB  to  provide  for  loanes 
In  support  of  Item  2,  Schedule  A,  corporations  engascd  in  manufacturing  or  tnwling  and  cxpcnsea  should  report  in  Schedule  A12  tlie  amount  of  premium  dcpoaitfl  tetunwxl 

operalions  should  submit  an  analysis,  in  reasonable  dcUil,  of  the  cost  of  goods  pold.    This  to  their  poUcjhoIdere  and  tho  amount  of  premium  deposiu  retained  for  the  payment  c1 

statement  should  ordinarily  include  the  following  items  but  should  not  includo  any  ex-  Iobbcs,  expenses,  and  reinsurance  reecrvea  (unless  deducted  claewhere  in  Schedule  A\. 

called  for  separately  in  Schedule  A. 

1.  Inventories  at  beginning  of  period  (to  be  reconciled  with  balance  sheet). 

2.  PuTchaaee  during  period. 

3.  Labor  and  wagee  c-xiinarily  citarged  to  manufacturing  cost  on  tho  corporation's 
books,  showing  the  principal  items  separately. 

4.  Other  expenses  ordinarily  charged  to  manufacturing  cost  on  the  corporation's 
boots.    (State  separateiy  large  or  unusual  items.) 

Total. 
Deduct: 

6.  Inventories  at  cloee  of  period  (to  be  reconciled  with  balance  sheet). 

7.  Cost  of  goods  sold  (Item  5  less  Item  6). 
, — Inventories  should  be  valued  at  (o)  cost  or  (6)  cost  or  market,  whichever  is 

lower,  provided  that  whichever  basis  is  used  must  be  applied  to  each  item  in  the  inventory 
and  not  to  a  part  only.  Inventories  should  be  recorded  in  a  legible  manner,  ptoperly 
computed  and  summarized",  and  should  be  preserved  aa  a  part  of  the  accounting  records 
of  the  taxpayer.    (See  Articles  1581  to  1^85  of  Regulations  No.  45.) 

If  claims  for  losses  on  inventories  or  rebates  on  sales  made  xmder  Section  214  (a)  12 
of  the  Act  have  been  allowed,  the  opening  inventory  must  bo  correspondingly  adjusted. 
(See  Article  266  of  Regidations  45.) 

S'tate  here  which  of  the  above-mentioned  bases  for  valuing  iu'ventorice  is  used  in  this 


Submit  a  schedule  showing  the  nature  and  amount  of  the  principal  items  included 
'1cm  3.  Schedule  A. 

Life  inpurance  companies  should  enter  as  Item  3,  Schedule  A,  tho  total  promiuuw 
reived  from  policyholdera  less  such  portion  thereof  as  has  been  paid  back  or  credited  to, 
treated  as  an  abatemeut  of  premiums  of,  such  policyholdera  witliin  tho  taxable  joar. 
(See  Articles  64S  and  549  of  Regulations  45.) 

Mutual  marine  insurance  companies  sLould  report  as  Item  3,  Schedule  A,  the  pro-s 
prcoiiums  collected  and  received  by  them  less  amounts  paid  for  i 


For  exemptions  on  interest  on  Liberty  Bonds  or  other  obligations  of  the  United  Slates, 
aee  Articles  77^0  S2,  Regulations  45. 

Attach  hereto  schedule  showing  in  separate  columns  the  following  information  with 
respect  to  obligations  of  the  United  States  issued  since  September  24, 1917: 

(1)  Class  of  obligations  (list  each  issue  separately). 

(2)  First  and  last  dates  of  each  period  dming  which  the  corporation's  holdings  of  that 
class  of  obligations  remained  unchanged. 

(3)  Amount  of  obligations  of  that  class  held  by  the  corporation  during  each  such 
period. 

(4)  Amount  by  which  each  amount  entered  in  column  (3)  exceeds  the  maximum 
exemption  fOT  that  class  of  obligations. 

(5)  Rate  of  int^est. 

(6)  Interest  derived  from  each  amount  of  juincipal  stated  in  column  (4). 

Enter  as  Item  4,  Schedule  A,  the  total  of  column  (6)  for  all  classes  of  obligations. 

Submit  also  a  statement  showing  the  amount  of  interest  derived  from  bonds  and  other 
obligations  of  the  United  States  md  its  possessions,  exclusive  of  those  described  in  the 
table  above. 

SCHEDULE  AS:  INTEREST  FROM  OTHER  SOURCES. 

Submit  a  schedule  showing  the  so'irce,  nature,  and  amount  of  the  principal  items 
included  herein,  the  minor  items  being  grouped  in  one  6gure.  The  total  of  the  schedule 
diould  be  entered  as  Item  5,  Schedule  A. 

For  interest  on  foreign  bonds  submit  a  schedule  showing  (a)  name  of  country;  (6)  kind 
d  obligationB  (whether  national,  state,  municipal,  or  corporate  obligations);  (c)  amount 
o(  principal;  and  (<0  amount  of  interest 

SCHEDULE  A9:  DIVIDENDS  ON  STOCK  OF  FOREIGN*  CORPORATIONS. 

Submit  ft  schedule  showing  (a)  name  of  corptwation;  (!»)  country  in  which  organized; 
(e)  total  par  value  of  stock  held;  and  (d)  amount  of  dividends. 

SCHEDULE  AIO:  CROSS  INCOME  FROM  ALL  OTHER  SOURCES  EXCEPT 
DIVIDENDS  (not  including  any  amount  In  respect  of  capital  assets  or 
nusc«Uan«oua  investments). 

Enbmit  a  schedule  showing  the  source,  nature,  and  amount  of  the  principal  items 
induded  herein,  the  minor  items  being  grouped  in  one  figure.  The  total  of  the  schedule 
should  be  altered  as  Item  10,  Schedule  A. 

SCHEDULE  A12:  ORDINARY  AND  NECESSARY  EXPENSES  (exc«pt  amounts 
called  for  separately  in  Schedule  A  and  not  including;  cost  or  value  of 
capital  assets  or  miscellaneous  investments  sold  during  taxable  year). 

Submit  a  statement  showing  character  and  amount  of  the'  principal  items  included 
In  Item  12,  Schedule  A. 

Insurance  companiee  should  state  separately  in  Schedule  A12  (a)  the  net  addition 
lequired  by  law  to  be  made  within  the  taxable  year  to  reserve  fu.^  (including  in  the 
case  of  Bsseasment  insurance  companiee  the  actual  deposit  of  stuns  with  state  or  terri- 
tocial  officers  pursuant  to  law  as  additions  to  guarantee  or  reserve  funds;  and  (6)  the  total 
ol  nuns  other  than  dividends  paid  within  the  year  on  policy  and  annuity  contracts. 

CorpomtionB  jesuing  policies  covering  life,,  health,  and  accident  insurance  combined 
i&  one  p<dicy  iegatAtoa  the  weeUy  premium  payment  plan  continuing  for  life  and  not 
flobject  to  canccjbtion  should  report  in  Schedule  A12  such  part  of  the  net  addition  (not 
required  by  law)  made  within  the  taxable  year  to  reserve  fimds  as  the  Commissioner 
Inds  to  be  required  I(v  the  psotection  of  the  holders  of  such  policies. 

Mutual  marine  insmmnce  companies  should  report  in  Schedule  A12  amounts  repaid 
to  peltcyholdeis  on  acootrat  c^  premiums  previously  paid  by  them  and  interest  i>aid  upon 
■odi  amomits  between,  the  ascertainment  and  the  payipent  thereof. 


SCHEDULE  A14:   REPAIRS  (Including  labor,    supplies,  overhead,  and  other 

iten[is  properly  chargeable  to  repairs). 

Submit  a  schedule  shon-ing  tho  nature  and  amount  of  tho  principal  items  included 
in  Item  14.  Schedule  A. 

Incidental  repairs,  which  do  not  add  to  the  value  or  appreciably  prolong  the  lite  of 
property,  are  deductible  as  expenses.  Expenditures  for  new  buildings  or  for  permanent 
improvements  or  betterments  which  increase  the  value  of  the  property  are  chargeable 
to  capital  account.  Expenditures  for  restoring  or  replacing  property  are  not  deductible 
under  this  or  any  other  item  of  tlie  return.  Such  expenditures  arc  chargeable  to  capital 
account  or  to  depreciation  reserves,  depending  on  tho  treatment  of  depreciation  on  tJic 
books  of  the  taxpayer. 

SCHEDULE  AI8:  EXHAUSTION,  WEAR  AND  TEAR  (includins  obsolescence). 

Submit  a  coRimnar  schedule  containing,  in  the  most  practicable  form,  subntantially 
the  following  information: 

1.  A  classification  of  depreciable  assets  subdivided  on  the  bases  of  (t)  character,  (6) 
term  of  useful  life. 

2.  The  year  of  acquisition  of  such  assets  if  prior  to  tax  year.  If  acquired  during  tax 
year,  give  actual  date. 

3.  Nature  and  amount  of  cousideratioa  given  in  payment. 

4.  The  f.iir  market  value  of  such  assets  March  1,  1913,  if  ac*piirod  befure  that  date. 

5.  Thecsttmatedlifoortermot  reasonable  useliUneas  of  such  assets  fr.)m  date  aoiuinnl 
or  from  Mpxch  1,  1913,  if  acqiured  prior  tlicreto.    Give  reasons  hi  your  cuncliisinns. 

6.  For  each  class  of  assets  state— 

(n)  Tlie  total  pruvbion  lor  dcprociatum  made  on  tlie  Uioks  of  the  oirixiwli-tn 
from  date  of  acquisition  tu  tiio  beginning  nf  the  taxable  year. 

(t)  The  total  amount  of  depreciation  (o\bauslion,  wear  and  tcir,  iucliidiii!:«lM>- 
lescence)  claimed  for  the  taxable  year. 

7.  \  recuuciliatiuu  of  all  figures  in  tliia  sclicdiilo  with  curtt-si^-ndiiig  rgiires  reflected 
in  the  balauci;  sheets. 

5.  If  any  plan  t>f  depreciation  other  tl urn  the  "stmiglitlinc"  metlmd  con t*'m plat (il  h\ 
the  above  iiistnictiuiis  is  iised,  a  full  cxplaiiatii.iitliorft.l'.  with  jnstilication.sh.mldlH' given. 

SCHEDULES  A22  and  A23:  PROFIT  OR  LOSS  ON  SALES  OF  CAPITAL  ASSETS 
and  miscellaneous  investments,  and  loaaes  sustained  during  the  taxable 
year  from  fire,  storm,  or  other  casualty,  or  from  theft,  not  compensated  f  r 
by  insurance  or  otherwise. 

Submit  a  columnar  f  '  jedule  setting  forth  for  each  sale  ot  rapiiiil  iisscts  or  of  miscella- 
neous investments  and  for  each  loss  diu-iiig  tho  taxable  year  Oio  information  cal  loU  for  below : 

1.  Description  of  property  sold  or  of  property  in  re«pcct  of  whirh  a  l(«j  U  claimed. 

2.  Dale  acquired. 

3.  Fair  market  price  or  value  on  March  1,  1913,  if  acquired  before  that  date,  or  cost 
if  acquired  after  February  2S,  1913. 

4.  Cost  of  improvements,  if  any,  since  February  23,  1913,  or  siuco  dale  of  acquwitiou, 
if  acquired  after  February  28, 1913. 

.5.  Total  of  Items  3  and  4. 

6.  Depreciation  or  depletion  of  property  subject  thereto— 

(a)  Per  books. 

(6)  Accrued  but  not  on  books. 

7.  Sal\-age  value,  if  any,  of  property  on  which  a  loss  is  claimed. 

8.  Amoimt  of  insxirance  or  other  recovery  on  property,  if  any. 

9.  Proceeds  of. sale  or  cash  value  of  property  received  in  exchange  (for  tran.'actions 
falling  in  Item  22,  Schedule  A)  (see  Note  below). 

10.  Total  of  Items  6  to  9,  inclusiye. 

11.  Profit  or  loss. 

12.  Cause  of  loss  (for  losses  falling  in  Item  23,  Schedule  A). 

Note. — Submit  evidence  substantiating  the  basis  used  by  you  in  arriving  at  the  cash 
value  of  property  received  in  exchange  for  other  property. 

SCHEDULE  A26;  AMORTIZATION  OF  WAR  FACILITIES. 

Taxpayers  making  claim  for  amortization  should  spread  the  amortization  allowance 
in  accordance  wiA  the  profits  of  the  business  over  the  entire  amortization  period  in 
monthly  estimates,  and  should  enter  as  their  amortization  deduction  in  this  return  the 
aggregate  amount  assigned  to  those  months  of  the  amortization  period  which  are  included 
in  the  fiscal  year  of  the  taxpayer.  Taxpayers  making  return  for  a  fiscal  year  ending  in 
1919  should  interpret  Article  185  of  Regulations  45  as  above  set  forth.  Taxpayers  will 
also  submit  a  schedule  containing  information  called  for  in  Article  ISS,  R^ulations  45. 

COMPENSATION  AT  RATE  OF  $3,000  OR  MORE  PER  ANNUM. 

Submit  a  schedule  showing  for  each  employee  (if  a  stockholder  of  the  corporation), 
whose  compentetion  is  at  the.  rate  of  ^,000  or  more  per  annum,  facts  similar  to  those  called 
for  in  Schedule  A13. 

WORKING  PAPERS. 

Every  corpcvation  should  i»eeer\-e,  available  for  inspection  by  a  revenue  officer, 
working  x^apers  showing — 

1.  The  balance  in  each  account  on  the  corporation'a  books  that  was  used  in 

preparing  Schedule  A. 

2.  The  amount  deducted  from  each  such  balance  on  account  of  each  class  of  non- 

taxable income,  unallowable  deductions,  and  other  adjustments  indicated 
in  Schedule  B,  with  a  reference  to  the  Ji.umber  of  the  item  in  Schedule  B 
in  which  each  amoimt  so  deducted  was  included. 

3.  The  remainder  of  each  such  balance,  analyzed  to  show  the  amount  included 

in  each  item  of  Schedule  A,  with  a  reference  to  the  number  of  the  item  in 
Schedule  A  in  which  each  such  amount  was  included.  ^-nct 
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Page  i— Invested  Capital  Schedxiles 
SCHEDULE  E-CAPITAL,  SURPLUS,  AND  UNDIVIDED  PROFITS  AS  SHOWN  BT  BOOKS  BEFORE  ANT  ADJUSTMENTS  ARE  MADE  THEREIN. 

E7.  R«MrvM  whidi  rapreaent  tUocatknu  of  mrpli 


E4.  Stock  octiuJly  outfltmdiDg  at  the  md  ot  the  precvdioc  tuuble  jrcw  diould  b« 
altered  in  thisacbedulo  to  the  extent  that  it  is  p«id  op.  I(  ato^  or  diarea  weraianied  at 
n  nominal ~\-alue  or  without  par  value,  the  entriea  idHHud  i«A«ct  tha  MDounts  on  the  books 
ID  respect  thefeof  at  the  cloee  of  the  preceding  taxable  year. 

ESk  Thb  item  should  include  paid-in  sorplos  per  booln  at  th«  eod  of  the  preceding 
year.  If  any  amount  is  claimed  under  Section  320  (a)  (2)  of  tlie  Revcaue  Act  of  191S  or 
under  Article  837  ot  Regulatioiw  45  the  amount  claio>ea  iboold  be  entered  under  Item  1, 
SchcdtUe  F,  and  iit>t  ia  this  schedule. 


end  weni  not  accumulated  thiowl 
deducUons  made  in  oomputug  net  incooae  as  returned  in  tnevleas  yean  may.  if  propaX 
explained,  be  entered  on  Use  7.  Socfa  entries  should  beidentifiod  and  if  noceoan 
reconciled  with  balance  sheet  icsema.  ' 

Ek  Tlie  eoet  (or  bo^  raloe  If  diSsrent  bom  cost)  of  tressoiy  stock  held  at  the  end  « 
the  precedias  taiuUe  year  should  be  deducted  on  line  9,  if  th«  Mr  value  of  such  stockt 
iadudedintA6nKnni{ctttcxedeaUae4.  TrcseaxTstodcin^msiUslo^  reacquired  IM 
thecoipoistioauidiiotaiDoeled,nBaidleno<theraagonlotAeaeqiiiritkn. 


tjJLAMM  YtAK. 


Capital  stock  paid  up  and  actually  c 
preceding  year: 


itstanding  at  the  does  of  the 


2.  Second  preferred  . 

3.  Common —. 


Surplus  and  undivided  profits: 
6.  Paid-in  Burplus 


6.  Kamed  surplus  and  tindi\-ided  profits 

7.  Reserves,  additioof  to  which  are  not  deductible  in  comput- 

ing net  income  (to  be  reconciled  with  balance-sheet  items). 


10. 


Nett 


L  (Item  8  minus  Item  9) ._ 


....k^l^. 


SCHEDULE  F— ADJUSTMENTS 

Fl.  If  an  Addition  to  invested  capital  is  claimed  in  Itt^n  1^  Schedule  F,  submit  a  state- 
ment showinj;  fa)  the  kind  of  property,  (b)  the  year  in  which  it  was  paid  in.  (e)  from  whom 
acquired,  exuloining  his  rclation^ip  to  Uie  corporation,  (d)  the  actual  casn  value  of  such 
property  at  toe  date  whtn  paid  in,  (e)  the  par  value  of  stock  or  shares  issued  therefor  and 
the  amount  at  which  such  projwrty  is  entered  in  the  account-),  (/)  the  basis  upon  which  the 
actuAl  cash  value  of  the  pn.>perty  was  determined  and  the  date  when  such  determination 
was  made,  and  (g)  the  amount  of  depreciation  sustained  on  such  property  from  the  date 
of  acquisitioQ  to  the  beginning  of  the  taxable  year. 

FZ.  If  an  addition  to  invested  capital  is  claimed  in  Item  2,  Schedule  F,  submit  a 
statement  showii^  (a)  the  kind  of  property,  (!*)  the  year  in  which  it  was  acquired,  (c)  its 
co£t,  (d)  the  amount  of  depreciation  sustained  on  such  prop«fty  from  the  date  of  acquisition 
to  the  beginning  of  the  taxable  year.  State  alao  whether  each  item  sought  to  be  restored 
wad  acttmly  ust^l  or  usable  at  the  beginning  of  the  taxable  year.*  Were  these  expenditures, 


when  made, ' 


a  off  in  lieu  of  depreciationt . 


It  jo,  explain  what  adjustments 


BY  WAY  OF  ADDITIONS, 

have  been  made  to  provide  for  depreciation,  in  view  of  the  proposed  restoration  to  surplui, 
'  '  ""        ■-•■■-  ulative  to  the  banning  oi  tM  respective  tax^le  yeeoL 


Additions  „         „  ^ — 

For  all  additions  hereunder,  provision  must  be  mltde  for  depreciation  to  the  begiiuung  oi 
the  respective  taxable  years, 

F3.  If  any  addition  to  invested  capital  is  claimed  in  Item  3,  Schedule  P,  state  specifi- 
cally the  amount  of  depreciation  written  off  each  year  in  the  books  of  the  company,  and  the 
amount  allowed  as  a  deduction  in  computing  net  income.    Additicms  in  this  item  t 
cumulative  to  the  beginning  of  the  napectiye  taxable  yean. 

F4.  If  any  assets  of  the  trade  or  business  in  existence  during  both  the  taxable  yetr 
and  any  prewar  year  are  included  in  the  invested  capital  for  the  taxable  y&a  but  not  lor 
such  prewar  year,  or  are  valued  on  a  different  basis  in  computing  the  invested  capital  foe 
the  taxable  year  and  such  prewar  year,  eotriea  should  be  made  in  this  sdiedule  adjustiii^ 
the  invested  capital  (or  each  prewar  year  affected  so  as  to  value  such  assets  upon  the  saow 
basis  in  the  prerar  period  as  in  the  taxable  year. 


TAXASLsTxAa. 


i  ouh  or  Mlwr  MiuMentita  pM 


1.  IctuU  auk  TtlM  •f  ua(lU«  prepettr  dearlr  u<)  BatotutUlr  ii 

nt«  (ArUdn  83ii  sod  837j 

2.  Additions  to  surplus  (Articles  MO  to  M^) _ 

3.  jDepreciation  cliarged  in  the  accounts  of  the  corporation  but  not 

allowable  as  a  deduction  on  income  tax  returns ._ 

■(,  Adjustment  of  valuation  of  assets  in  existence  both  during  tax- 
able year  and  in  prewar  period  (Article  934)„ „„_v _..«.. 


Total. 


..}$... 


L—J- 


ji: 


SCHEDULE  G— ADJUSTMENTS 

GI.  Is  any  patent,  copyright,  secret  procua^.  or  formula,  good  will,  trade-mark,  trade 
brand,  franchise,  ur  other  similar  intai^iblo  property,  paid  in  for  stock,  carried  as  an  asset 

by  the  coipomtion? ™_ If  so,  is  it  entered  on  the  books  at  a  value  in  excess  of  its 

actual  cash  value  when  paid  in? .^    In  excess  of  the  par  value  of  the  stock  issited 

therefor? -    Is  the  aggregate  of  such  assets  acquired  prior  to  March  3, 1917, 

entered  on  the  books  at  a  value  in  excess  of  25  per  cent  of  the  par  value  of  the  stock  out- 
standing on  March  3,  1917? Is  the  aggregate  ot  such  tesets  entered  on  the 

books  at  a  value  in  excess  of  25  per  cent  of  the  par  value  of  the  stock  outstanding  at  the 
b^inning  of  the  taxable  year? . — _. 

If  the  answer  to  any  of  the  foregoing  questions  is  "yea,"  submit  a  statement  showing 
separately  with  respect  to  such  assets  acquired  (1)  before  March  3,  1917,  and  (2)  on  or 
after  that  date:  (a)  Date  of  acquisition;  (b)  cash  value  at  that  date,  with  a  complete  ex- 
planaticm  of  the  ba^  upon  which  such  ca^  value  was  determined;  (r)  par  value  of  the 
ptock  issued  tho^for;  fd)  P*r  value  of  total  stock  outstandii^  March  3,  1917;  (e)  par  value 
of  total  stock  outstanding  at  the  beginning  of  the  taxable  year;  (/)  the  value  at  which 
£uch  assets  are  entered  on  the  books  of  the  corporation. 

If  all  the  intangibles  were  acquired  before  March  3, 1917,  the  amount  by  which  (/)  ex- 
ceeds (6),  (c),  25  per  cent  of  (d),  or  25  per  cent  of  (<),  whichever  ia  lowest,  must  be  ent^ed  as 
Item  1,  Schedule  G,  for  the  taxable  year  and  for  each  year  of  the  prewar  period  that  is 
affected. 

If  the  intangibles  were  acquired  on  or  after  Mardi  3, 1917,  the  amount  by  which  the 
entry  in  (/)  relating  to  such  intangibles  exceeds  (6)  or  (e)  relating  th««to,  or  25  per  cent  of 
(e),  whichever  ia  lowest^  must  be  included  in  Item  1,  Schedule  G,  for  the  taxable  year: 
Provided,  that  if  intangibles  wen:  acquired  before  ilarcfa  3,  1917,  and  also  on  or  after  that 
date,  deduction  diall  be  made  so  that  the  amount  included  in  invested  capital  for  the  aggre- 
gute  of  intangibles  ^al  I  not  exceed  25  per  cent  of  the  par  value  of  the  total  stock  outstond- 
ing --•"-•—=--" 


the  btginniug  of  the  taxable  year. 

Note. — If  the  stock  of  the  corporation  was  issued  at  a  nominal  value  or  without  par 
value,  for  the  purpose  of  tlie  computation  under  Item  1  the  par  value  shall  be  deemed  to  be 
the  fair  markt^t  value  as  of  the  date  or  dates  of  issue.  The  ageregate  value  so  determined 
of  stock  outstanding  on  March  3, 1917,  or  at  the  beginning  of  the  taxable  year,  shall  be  the 
basis  for  the  computation. 

G2.  Is  any  tangible  propniy.  paid  in  for  stock,  carried  as  : 
If  so,  ia  it  entered  on  the  books  at  a  value  in  excess 


received? 


Inc 


3  asset  by  tjie  corporation? 
I  its  actual  cash  value  when 
B  of  the  par  value  of  the  stock  paid  therefor? 


If  the  answer  to  either  of  the  forcgoii^  questions  i 
(a)  kind  of  property;  (b)  when  acquired;  ' 
rash  value  of  the  property  when  paid  ir 


much  I 


1  such  value  exceeds  the  allowable  value  under  section  326  (el  (2)  o(  the  Revenue 

Act  of  1918.    Enter  this  amount  as  Item  2,  Schedule  G,  for  the  taxable  year  and  bx  each 
year  of  the  {vewar  period  that  is  affected. 

G3.  (a)  Was  any  stock  issued  by  the  corporation  evn  returned  as  a  ^t  or  lor  a  consider- 
ation substantially  less  than  its  par  value? (6)  If  so,  what  was  Ae  total  par 

value  ot  micb  stock?  | (c)  What  was  the  cooeideration  paid  lor  the  return 


BY  WAY  OF  DEDUCTIONS. 

thereof?  % {d)  What  amotint  of  ca^  or  its  equivalent  was  doived  from  the 

resale  of  such  stock?  9 (c)  What  entries  were  made  in  the  accounts  to  e 

dence  the  return  and  the  resale  of  such  stock? ... 

The  excess  of  (6)  over  (d)  must  be  entered  as  Item  3,  Schedule  G,  for  the  taxable  year 
and  for  each  year  of  the  prewar  pwioA  that  is  affected.  However,  no  deduction  is  neces> 
sary  if  adequate  adjustment  has  neen  made  under  Item  2  of  this  »chedule. 

G4.  Was  the  business  reorganized  or  consolidated  or  was  its  ownerdiip  changed  t 

was  there  a  change  in  ownership  of  property  after  Mardi  3,  1917? If  so,  uum 

the  following  questions: 

(a)  Did  an  interest  of  50  per  cent  or  more  in  the  basiness  or  in  the  property  which 
dianged  ownetahip  remain  in  the  control  of  the  same  persons,  COTpcwatioas,  associatioiw,  or 
partnerships,  ox  of  any  of  them? 

(&)  Were  any  of  the  assets  ralered  on  the  books  of  the  cnrpotmticm  nuking  this  return 
at  a  hi^er  value  than  on  the  books  of  its  predecessor? ,_ 

(c)  If  such  previous  owner  was  not  a  corporation  attach  a  statement  showing  (1)  the 
cost  of  acquisition  to  the  previous  owner  of  any  asset  so  transferred  or  received ;  (2)  expendi- 
tures subsequent  to  that  date  for  betterment  or  dev^pment,  not  deducted  as  expense  or 
otherwise  since  March  1, 1913,  by  such  previous  owner;  (3)  the  allowaace  for  depreciatioB, 
depletion,  or  impairment  since  the  date  of  acquisition  nymdi  previous  owner. 

(d)  If  all,  or  subetantiallv  all,  of  the  property  was  acquired  from  a  eopormtion  during 
the  taxable  year  attach  hereto  balance  sheets  of  such  predecessor  ccapcnttiaii  as  of  the  begiia- 

ing  of  the  taxable  year  and  as  of  the  date  immediately  prior  to  the  tranrfer  of  the  prop^^ 


to  the  corporation  makine  this  r 


^ _ ,  and  also  a  balance  sheet  or  statement  of  Uie  corpotn- 

1  making  this  return  lowing  the  values  at  which  such  property  received  <tf  transferred 
was  entered  on  the  books. 

The  increase  in  book  value  of  any  property  acquired  by  reoiganixation.  ctMUoUdation, 
at  chai^  of  ownetship,  over  the  amount  allowable  to  the  predecessor  corporation  or  over 
the  amount  as  computed  tinder  (c),  if  the  previous  owner  was  not  a  corporation,  must 
be  deducted  from  the  invested  capital  for  the  taxable  year  as  Item  4,  Schedule  G. 

GS.  Is  any  property  (including  physical  property,  securities,  and  intangible  property) 
paid  for  with  cash  or  with  other  tangible  property  cnt«^  on  the  books  of  the  corporation 
at  a  value  in  excess  of  the  amount  of  cash  paid  therefor  or  the  actual  ca^  value  of  the 

tangible  propety  paid  therefor? If  so,  submit  a  statement  showing  (a)  kind  oC 

prey        "  ■   '      -      

must  be  entered  as  Item  5,  SdiedtUe  G,  toz  the  taxable  year  and  for  each  year  of  the  prewar 
period  that  is  affected. 

GC  Has  adequate  provision  been  made  in  the  expense  accounts  <^  the  company  lor 

(a)  losses  of  every  kind? ;  (6)  depreciation?  —Z ;  (e)  obsolescence?  . 

(d)  d^etion  of  mineral  deposits,  timber  supplies,  and  the  like? . 

If  adequate  charge  has  ikot  been  made  for  depreciation^  defdetion,  obsolescence,  and 
other  losses,  and  the  value  of  the  property  has  not  been  maintained  by  re^acementa  that 
have  been  dialed  to  expense,  proper  additional  chaiges  tfaereCur  must  be  computed  for 
all  yean  in  which  they  were  not  made  on  the  books,  and  the  total  aniottnt  of  such  chafes 
must  be  entered  as  Item  6,  Sdaedule  O,  Cor  the  taxwie  year  (and  for  each  year  of  the  pre- 
war period  that  wae  affected)  and  deducted  in  anivjac  at  the  MirphM  aad  undivided  pn  *: 
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SCHEDULE  G-ADJUSTMENTS  BY  WAY  OF  DEDUCTtONS  (Concludad). 


V»lo»lion  ol  pfcUoU^^cwTrictts, 


t   proCMSM, 


Vaiuation  o!  Umgible  property  piud  in  for  rtock., 
Stock  retimied  to  Uie  corporation  aa  a  gilt,  etc... 
Valuation  of  aaaets  acquimd  in  twigaoiiationa.- 

Apprsciation . -.— 

Depredation  and  dapletion 


SCHEDULE  H-CHANGES  IN  INVESTE 

1    ChansMi  in  invMted  capital  during  the  taxable  year  ordinarily  ariao  in  one  or 

"^."tSoU^  lS^Sl;n,  d-ould  b.  follow.^  in  making  ..he  above  ^-t"-™''; 
ac  (•)<I)  el  !>•  Bntona  Ace  ol  ina. 

D  CAPITAL  DURING  TAXABLE  YEAR.                                ^^^^ 

3  The  data  called  tor  in  columns  1  to  5  Aould  be  given  (or  all  transactiona,  eicei>t 
that  »Srw  3  aid  4aro  applSblo  only  to  the  i»me  or  reacquiriUon  o(  the  corporaUon'. 

4'.  In  Column  6  ehler  the  number  o(  day»  remaining  in  the  taxable  year  (including 
the  date  of  change).                                                                                                              . 

5  The  net  changes,  it  not  in  accordance  with  the  increaaea  or  decrcaaea  reflected  in 
the  balance  sheets,  should  be  lully  reconciled  therewith. 

■                                                          -^ "                       1 

i^j2?foS  *-.I'™£^' 

i.  AaouXT  or  Cash  oa  CUH 
VALoa  ACTe*ixT  BacnvW) 
oa  rii»  OCT. 

«.  NVMBEB 

Erflcttva. 

/       Column  SXCotmnnfl 

^ 

I.  HAT0Ba  «e  jLpwnoin  «n»  rwiaarmow. 

Raacquixsn. 

rSB  SHABS. 

^  N  umlMf  cf  d«r>  la  l»aue 

%. 

J... 

1 
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Pago  e— Invested  Capital  ScHedulos  (Concluded)  And  Qiiestions 
SCHEDULE  L~INADMISSIBLE  ASSETS. 

e.,  Btocki,  bonds,  and  other  obligatioi 


Hm  the  corptMtion  any  iiuulmianble 

vxMpt  ohligationi  of  the  T7nit«d  States,  the  income  from  which  in  not  taxabto)? ^.. 

If  Ro,  aiudi  hereto  »  sutement  ahowing  (or  1911,  1012,  1913,  and  the  Uxable  year, 
•eparately,  the  facta  called  for  in  Ilema  (o)  to  ())  of  this  schedule. 


.jcludod  in  the  net  income  becaiuw  of  tho  limitation  on  the  deduction  of  inlereet  under 
Section  234  (a)  (2J  of  the  Revenue  Act  of  I'JIM,  then  a  corresponding  part  of  the  capital 
inveeted  in  such  aaMts  ie  deemed  an  admiaaible  asset.  ]n  eucn  cane,  ect  forth  in  detail  — 
(a)  The  vnrious  kinds  of  income  derived  from  nuch  asM;ts  and  the  computation  of  the 
Ipart  of  tho  capital  invostod  therein  which  in  deemed  an  admissible  aueet. 

,  Kor  the  piirf>o0O  of  this  uchodule.  inadmimible  araetM  ehalt  l>e  valued  at  cost  of  acquM- 
tion  except  that  if  the  taxpayer  has  in  previous  years  been  allowed  a  deduction  on  account 
of  the  fall  in  the  market  value  of  socuritiee,  such  assots  shall  be  valued  at  cost  less  the  deduc* 
tion  allowed.  Admiasiblo  amets  shall  be  valued  as  provided  in  Sections  326.  330,  and  331 
«f  tho  Revenue  Act  1918  and  Articles  831-869^  931-934,  and  9-11  of  Regulations  45.  The 
*verage  amount  of  aBsets  of  each  kind  held  dunng  any  year  may  onlinarily  be  determined 
Jjy  dividing  by  2  the  sum  of  tho  amount  of  auch  asaeta  held  at  the  beginning  of  the  yoar 


and  the  amount  held  at  Uie  end  of  tlw  ymr.    la  Mch  caM  the  unotmt  of  adn 

may  beet  be  dotennined  from  (1)  tho  balance  sheet  jm  of  the  beginniag  of  1 
adjuMUd  with  reopectto  the  itenu  in  Bchoduloe  K  and  O,  and  (2)  the  balance  g^ 

the  end  of  the  year  corresf»ndiiigly  adjusted.    Hut  if  at  any  time  durlag  tlw  y 

slantial  change  has  taken  place  in  the  amount  of  such  aasete,  the  average  amoiiat  n 
determined  a«  provided  in  Article  til)2  of  Hegiilatione  4b.    in  such  cm       *       '     ' 

lb)  The  computi|;ion  of  such  amount. 

6ut«  also— 

(c)  Amount  of  inadmjpsiblo  assets  held  at  beginning  of  the  yew; 

((/)  Amount  of  iuadmissiblu  assets  held  at  end  of  year; 

it)  Avera^fo  amount  of  inadmissible  asseu  hold  during  year; 

(n  Amount  of  admissible  ameta  held  at  b^inning  of  the  year; 

(a)  Amount  of  admissible  assets  hold  at  end  of  year; 

(A)  Average  amount  of  admissible  assets  held  during  year; 

(II  Sum  of  to  plus  (A); 

(j)  Percentage  which  (<)  is  of  (0. 

This  pcrcen  tage  ( j)  for  each  year  should  be  applied  to  the  figures  for  that  year  ap| 

online?.  Schedule  II,  in  order  t     •-■-••  

which  should  be  entered  o 


1  account  of  inadmissible 


QUESTIONS. 


KIND  OF  BUSINESS. 


1.  Gxplain  below  tlie  nature  of  tho  corporation's  busineee  in  sufTicient  detail  to  show 
in  which  of  (be  following  general  classes  of  activities  it  falls: 

(I)  Agriculture  and  related  industries,  includinj-  fishing;  (2)  mining,  quanting,  and 
relatod  indiistriea;  (3)  manufacturing;  (4)  construction;  (5J  trading;  (6)  transportation; 
(7)  storage;  [»)  other  services;  (9)  banking  and  insurance. 

2.  If  the  businoes  falls  in  any  of  the  claasee  from  1  to  5,  state  the  special  product  or 
products  handled;  if  in  class  &,  state  whether  wholesale  or  retail,  or  both;ifin  class  6,  state 
whether  rail,  water,  or  other,  whether  general  or  local,  and  the  special  commodities  (if 
any)  transported;  i(  in  class  7,  suto  the  special  commoditiea  stored  (if  anjO  or  the  special 
kind  of  storape;  if  in  class  8,  state  in  detau  the  kind  of 
tiie  branch  of  banking  or  insurance  engaged  in. 

3.  In  all  cases  state  whether  tho  corporation  acta 
or  OS  agent  or  broker  (on  commission)  or  as  both. 


a  rendered;  if  in  class  9,  i 
i  principal  (using  its  own  capital) 


(6)  Collateral  bu9inea8ea,  if  any.. 


OTHER  CONCERNS  IN  SAME  BUSINESS. 


INCORPORATION. 


C.  Under  the  laws  of  what  State  or  country?.. 


PREDECESSOR  BUSINESSES. 

7.  If  the  corporation  was  not  in  existence  during  the  whole  of  any  one  of  the  calendar 
years  1911-1913,  is  it  in  any  way  an  outgrowth,  result,  continuation,  or  reorganization  of 

abusiness  which  was  in  existenceduringthe  whole  of  any  ono  of  those  years? 

If  the  answer  to  preceding  queetion  ia  "Yes,"  give  name  under  which,  and  address  at 

which,  Iho  businees  of  tho  predecessor  was  then  carried  on , 

'Is  the  prtyent  organization  substantially  a  continuation  of  tho  predecessor? 

"Give  reasons  for  your  last  conclusion.^ _ _ 

Have  you  used  tho  prewar  data  of  the  predecessor  organization  in  the  preparation  of  this 

return? __. 

REORGANIZATION  AND  ACQUISITION  OF  MKED  AGGREGATES  OF  ASSETS. 

8.  Has  the  corporation,  or  any  of  its  predecessors,  ever  been  reorganized,  or  has  it, 
or  a  prcdfcesaor,  ever  taken  over  a  going  buBineaa  or  acnuired  a  mixed  aggregate  of  tangible 
property,  patents,  and  copj-rights,  and  good  will  and  other  similar  intangible  property, 

and  paid  for  such  property  in  wholo  or  in  part  ydlii  stock  or  other  securities? 


,  furnish  a  brief  narrative  history  of  the  businev  and  submit  a  stalonte> 
from  which  tho  properly  i 


,  taken  < 


(a)  The  name  of  the  < 

acquired); 
(6)  The  nature  of  the  assets  and  liabilities  so  acouired; 

(c)  The  total  par  value  of  the  stock  issued  therefor; 

(d)  The  value  at  which  each  class  of  assets  was  earned  on  the  books  of  the  c. 

cem  from  which  acquired  (if  obtainable,  submit  a  balance  sheet  of  th 
predecessor  concern  as  of  the  date  of  acqaisition  or  as  of  the  close  of  i 
last  accounting  period  prior  thereto); 

(e)  The  value  at  which  each  item  was  entered  on  the  books  of  the  corporatio 

making  this  return. 

10.  If  patents,  copyrights,  secret  processes  or  formnlae, 
brands,  franchises,  or  other  intangiblo-property  were  acqi  ~~  ~ 
their  value  was  determined  and  now  they  were  paid  fo 

11.  If,  at  tho  time  of  any  purchase  or  reorganization  as 
any  property  was  entered  on  the  books  of  the  reorganized  concern  or  any  v 
cccesor  at  a  value  in  excess  of  that  at  which  it  was  carried  on  the  book^  of  tne 
cem,  state  the  basis  on  which  the  revaluation  was  made. 

AFFIUATIONS  WITH  OTHER  CORPORATIONS  (TO  BE  ANSWERED  BT  EVERY  CORPORATION) 


following  requirements: 

17.  If  the  answer  to  question  12  is  "yee,"  submit  a  statement  showing  for  each  of  the 
corporations  over  60  per  cent  of  whose  stock  is  owned  or  controlled  by  you,  either  directly  i 
or  through  closely  afhliated  interests  or  by  a  nominee  or  nomineea— 

(a)  The  name  and  address; 

(6)  The  total  par  value  of  the  outstanding  capital  stock  at  the  beginnii^  of  th« 
.  taxable  year,  and  the  date  and  amount  of  each  change,  cTassifying  thie 
data  aa  to  common  and  preferred,  voting  and  nonvoti^  stock; 

(c)  The  total  par  value  of  such  outstanding  capital  stock  owned  or  controlled  by 

you  at  the  b^inning  of  the  taxable  year,  or  at  the  date  of  acquisition  il 
acquired  during  the  taxable  year,  and  the  date  and  amount  of  each  change 
therein. 

18.  If  tlie  answer  to  queetion  13  is  "ycfl,"  state — 

(a\  The  name  and  address  of  such  corporation  or  corporations* 
(6)  The  par  value  and  percentage  of  your  stock  hdd  by  each,  clas£fied  as  to 
common  and  preferred,  voting  and  nonvoting. 

19.  If  the  answer  to  queetion  14  is  "yes,"  submit  a  statement  showing- 

fa)  The  names  and  addresses  of  such  corporations; 

(b)  The  name  or  names  and  address  or  addresses  of  the  owning  or  controlling 

interest  or  interests; 
(r)  The  total  par  value  of  the  outstanding  capital  stock  -of  each  corporation  at 
the  beginning  of  the  taxable  year,  and  the  date  and  amount  of  ^ch  change 
therein,  classifying  this  data  as  to  common  and  preferred,  voting  and  non- 
voting stock; 

(d)  The  total  par  value  of  each  class  of  the  ontstanding  capital  stock  of  each 

corporation  owned  or  cor*~""~''  ^■'  — *- '  *'■ '  —->:--->--'-   - 

partnerHhips  at  the  begini 
of  each  change  therein. 

20.  If  the  answer  to  question  15  ia  "yee,"  the  information  furnished  under  17  and  19 
should  identify  the  corporations  included  in  the  consolidation. 

21.  If  one  corporatjon  owns  95  per  cent  or  more  of  the  outstanding  voting  sto^k  of 
another,  or  if  95  per  cent  or  more  of  the  outstanding  voting  stock  of  two  or  more  coq)dra- 
tions  is  owned  by  the  same  individual  or  individuals  in  substantially  the  same  propor- 
tion, a  ^naolidated  return  must  be  filed,  except  that  the  limitations  as  to  consolidatioD 
under  Article  635  must  be  observed.  If  the  ownership  is  leas  than  95  per  cent  of  the  out- 
fctanding  voting  stock,  but  exceeds  50  per  cent,  the  parent  corporation  or  principal  cor- 
poration of  any  grpup  of  affiliated  corporations  must  furnish  the  information  called  for 
above  and  in  addition  must  file  a  statement  fully  disclosing  the  details  of  affiliation  other 
than  stock  ownetubip  and  all  other  information  which  will  be  helpful  in  determining  j 
whether  or  not  a  consolidated  return  should  be  filed. 

VALUATION  OF  CAPITAL  STOCK.  | 

22.  What  was  the  fair  value  of  the  total  capital  stock  of  the  ocxporalion  asdetermined 
in  the  last  assessment  of  the  capital  stock  tax  (if  any)?    $ Date  of  that 


UST  OF  ATTACHED  SCHEDULES. 

Attach  hereto  a  list  of  all  schedules  accompanying  this  return,  giving  for  each  a  brief 
title  and  the  schedule  number. 


"We,  the  undersigned,  president  i 
deposes  and  says  that  this  return,  including  the  accompanying  schedules  and  statements,  has  been  examined  by  bini  and  is,  to  the  best  of  hia 
knowledge  and  belief,  a  true  and- complete  return  made  in  good  faith  put-suaut  to   '     "  .        -  .    .     « 

Sworn  to  and  sub-1  ,  . 
scribed  before  me  |""^ 


1  treasurer  of  the  corporation  for  which  this  return  ia  made,  being  severally  diUy  sworn,  each  for  himseif 
statements,  has  been  examined  by  him  and  is,  to  the  best  of 
the  KevenueAct  of  191S  and  the  Regulations  issued  thereunder. 

day  of 


-,  19 


President 


(OlBcUl  Okpaoltf  .J 
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lasure,- 

I 


Pn^e  1  of  Instructions 
INSTRUCTIONS  REGARDING  DETERMINATION  OF  CREDITS,  COMPUTATION  OF  TAX,  ETC. 


PROVISIONS  AFFECTING  INVESTED  CAPITAL  AND  CREDITS. 
RETURNS  FOR  PART  OF  A  YEAR. 

1.  If  thifl  return  ifl  for  a  period  less  than  a  full  year,  Items  3  and  8,  Schedule  III; 
ms  I  and  2,  column  2,  Schedule  IV;  and  Item  19,  Schedule  IV,  shall  be  reduced  to  m 

fluny  twelfths  of  the  Rgarea  for  a  full  year  as  there  arc  months  in  the  period  for  which  the 
am  ifl  made. 
If  the  period  for  which  the  return  la  made  includes  Eractioos  of  months,  there  shall  be 
added  to  the  number  of  complete  months  as  many  thirtieths  of  a  month  as  there  are  da>-a 
bi  the  fraclional  parts  of  montha. 

CORPORATIONS  NOT  IN  EXISTENCE  DURING  PREWAR  PERIOD. 

2.  If  a  corporation  was  not  in  existence  during  the  whole  of  at  least  one  calendar  year 
Id  the  prewar  period,  provided  a  majority  of  ita  ca^iital  stock  was  not  owned  or  controlled, 
directly  or  indirectly,  at  any  time  during  the  taxable  year  by  a  corporation  in  existence 
daring  the  whole  of  at  leaf^t  one  calendar  year  in  the  prewar  p^od,  and  pro\-ided  ita  grcea 
Income  does  not  include  &0  per  cent  or  more  of  gains,  profits,  commissions,  or  other  income 
derived  from  a  Government  contract  or  contracts  made  after  April  5,  1917,  and  before 
November  12,  1918,  the  war-profits  credit  shall  be  (a)  the  sum  of  13,000  plus  (i)  the  same 
percentage  of  the  inverted  capital  for  the  taxable  year  (not  less  than  10  per  cent,  however) 
W  the  average  per  cent  of  net  income  to  invested  capital  for  the  prewar  period  of  corpora- 

ts  engaged  in  a  trade  or  busincee  of  the  same  general  class  as  the  taxpayer. 

3.  Pending  a  dctennination  of  the  deduction  by  the  Commiseioner,  such  corporation 
doll  deduct  10  per  cent  of  the  invested  capital  for  the  taxable  year.  (See  Section  311 
(t,  rf)  of  the  Revenue  Act  of  1918  and  Articlee  763  and  784  of  Regulations  45.) 

CREDIT  FOR  INCOME,  WAR-PROFITS,  AND  EXCESS-PROFITS  TAXES 
PAID  OR  ACCRUED  TO  FOREIGN  COUNTRY  OR  POSSESSION  OF  THE 
UNITED  STATES. 

4.  If  a  credit  is  claimed  in  Item  29,  Schedule  IV,  a  copy  of  Form  1118,  completely 
fiDed  out  and  sworn  to  or  affirmed,  must  be  submitted  with  this  return.  If  credit  is  sought 
ior  taxes  already  paid  the  form  must  have  attached  to  it  the  receipt  for  each  such  tax  pay- 
BMnt.  If  credit  is  sought  for  taxes  accrued  the  form  must  have  attached  to  it  the  return 
on  which  each  such  accrued  tax  was  based.    (See  Article  CU  of  Regulations  45.) 

6.  When  a  credit  is  cliimcd  for  accrued  taxes,  the  Commissioner  may,  as  a  condition 
precedent  to  the  allowance  of  this  credit,  require  the  corporation  to  give  a  bond  (Form 
J..9),'  with  sureties  satisfactory  to  and  to  be  approved  by  him,  in  such  penal  sum  as  he 
may  require,  conditioned  for  the  payment  by  the  taxpayer  of  any  amount  of  taxes  found 
dite  if  the  taxes  when  paid  differ  from  the  amount  claimed  in  respect  thereof. 

PROVISIONS  AFFECTING  COMPUTATION  OF  WAR-PROFITS 
AND  EXCESS-PROFITS  TAX. 

6.  In  most  instances  the  amount  of  the  tax  will  be  found  as  follows: 

(A)  By  finding  the  amount  of  war  and  excees-proSts  tax  at  the  rates  for  1918  and  for 
1919. 

(B)  By  finding  the  proportion  of  the  amount  of  war  and  exceas-profits  tax  computed  for 
*1918  which  the  number  of  months  in  1918  bears  to  the  total  number  of  months  in  the  period. 

(C)  By  finding  the  proportion  of  the  amount  of  war  and  excees-profita  tax  computed 
at  the  lates  for  1919  which  the  number  of  months  izt  1919  bears  to  the  total  number  of 
months  in  the  period. 

(D)  By  adding  the  amounts  found  under  (B)  and  (C)  above. 

(E)  By  finding  the  amount  of  the  income  tax  at  the  rates  for  IdlS  and  for  1919. 

(F)  By  finding  such  proportion  of  the  income  tax  computed  at  the  1918  rates  aa  t^ie 
total  of  months  in  1918  bears  to  the  total  of  months  in  the  period. 

(G)  By  finding  such  proportion  of  the  income  X^x  computed  at  the  1919  rates  aa  the 
total  of  months  in  1919  bears  to  the  total  of  months  in  the  period. 

(H)  By  adding  (F)  and  (G)  above.  ^ 

(I)  Total  tax  will  be  the  mimoi  (D)  and  (II)  above. 

Should  computation  be  necessary  under  other  sections  than  301(a)  or  301(6),  the 
following  applies: 

(a)  Limitation  on  total  tax. — The  maximum  war^profits  and  excess-profits  tax 
imposed  for  19X8  shall  in  no  case  be  more  than  30  per  cent  of  the  net  income  in  excess  of 
$3,000  and  not  in  excess  of  $20,000  plus  80  per  cent  of  the  net  income  in  excess  of  $20,000; 
for  1919  the  amounts  shall  be  no  more  than  20  per  cent  of  the  net  income  in  excess  of 
$3,000  and  not  in  excess  of  $20,000,  plus  40  per  cent  of  the  net  income  in  excess  of  $20,000. 
(Section  302.)  , 

If  the  computation  at  the  rates  specified  in  Section  301  aa  for  1918  exceeds  the  limita- 
tion as  for  that  year,  then  the  limited  amount  for  1918  rates  is  the  amount  computed  at  the 
rates  for  that  year;  if  the  computation  at  the  rates  specified  in  Section  301  as  for  1919  ex- 
ceeds the  limiution  as  for  that  year,  then  the  limited  amount  for  1919  rates  is  the  amount 
computed  at  the  rates  for  that  year. 

(b)  Government  contract. — If  net  income  has  been  derived  from  a  Government 
contract,  or  Government  contracts,  made  between  April  6,  1917,  and  November  11,  1918, 
both  dates  inclusive,  in  excess  of  $10,000,  the  computation  would  be  at  the  rates  for  each 
year  as  under  Section  301,  regardless  of  the  fact  that  the  contract  may  have  been  concluded 
in  1.918,  or  may  not  have  continued  throughout  the  fiscal  year,  (See  Articles  714  and  719 
of  Regulations  45.) 

(c)  Tax  on  profits  from  aale  of  mineral  deposits. — In  the  case  of  a  bona  fide 
sale  of  mines,  oil  or  gas  wells,  or  any  interest  therein,  where  the  principal  value  of  the 
property  has  been  demonstrated  by  proepoctlng  or  exploration  and  discovery  work  done 
by  the  taxpayer,  the  portion  of  the  war-profits  and  excess- profits  tax  attributable  to  such 
sale  shall  not  exceed  20  per  cent  of  the  selling  price  of  such  property  or  interest.  (See 
Articles  971  and  972  of  Regulations  45,  and  Section  337  of  the  Act.) 

The  first  step  is  to  find  the  war  and  excess-profits  tax  computed  without  regard  to 
this  pro^■ision;  the  second  is  to  find  of  the  tax  thus  computed  such  portion  aa  the  net  in- 
come from  t}ie  sale  bears  to  the  total  net  income.  If  this  portion  equals  or  does  not  exceed 
20  per  cent  of  the  selling  price  tlien  no  adjustment  is  permitted.  Should  such  portion 
o^tceed  20  per  cent  of  the  selling  price,  then,  first,  find  such  portion  of  the  war  and  exceas- 
profits  tax  as  the  net  income  not  attributable  to  the  sale  bears  to  the  total  net  income;  and 
secondly,  add  to  tliis  20  per  cent  of  the  selling  price  of  the  mineral  deposits. 

(d)  Tax  of  corporation  ensaged  in  mining  of  gold.— If  a  corporatiota  was  engaged 
in  the  mining  of  gold,  its  war  and  exccss-profita  tax  shall  be  that  proportion  of  Item  15, 
Schedule  IV,  which  the  net  income  not  derived  from  the  mining  of  gold  bears  to  the  total 
net  income  (.Vrticles  752  and  753,  Regulations  45— Section  304  (c)  of  the  Act.) 

(e)  Tax  of  corporation  whose,  incom«  is  derived  in  part  from  "  personal  aerv- 
le«." — If  part  of  the  net  income  (not  less  than  30  per  cent)  is  derived  from  a  separate 
trade  or  business  of  the  character  of  "peisonal  service,"  the  tax  shall  be  computed  iu 
actordance  with  the  j-nnTsions  of  Artifles  741  to  743,  R^nilations  45  (Sec.  303  of  the  Act). 


7.  Statement  of  basts  of  claims. — If  the  corporation  claims  the  benefit  of  one  or 
more  of  these  provisions,  it  should  attach  to  the  return  a  complete  statement  ftf  the  basis 
for  such  claim  and  a  computation  of  the  tax  payable  in  the  event  that  such  claim 
in  allowed.  The  amount  of  tax  so  computed  should  be  entered  in  Schedule  IV«- 
but,  except  in  cases  falling  under  (a)  above,  the  taxpayer  must  nevertheless  fill  out  all 
tlie  schedules  of  this  form.  Submit  a  acbodule  respecting  each  Government  contract 
made  between  April  6,  1917,  and  November  11,  1918,  b<ith  dates  inclusive,  from  which 
income  was  derived  during  the  ta^table  year.  In  the  case  of  affiliated  companies,  this 
information  should  be  shown  separately  for  each  company.  This  schedule  will  be  in  the 
form  of  columns,  the  left-band  column  specifying  the  following  information  as  rosperta 
each  contract: 

(a)  Amount  of  contract; 

(6)  Gross  income  from  contract  during  period; 

(e)  Expenses  directly  applicable  to  each  contract. 
Total  of  each  column  should  be  shown.    There  should  also  be  shown  in  the  nvet 
practicable  form: 

((f)  Total  gross  income  of  corporation;  ^ 

(e)  Percentage  which  total  of  column  (b)  is  of  ((f); 

(/)  Total  general  expenses,  losses,  and  deductions  of  corporation; 

{g)  Amoimt  of  (/)  allocated  to  Government  contracts  (total); 

(ft)  Percentage  which  {g)  is  of  (/). 
If  the  allocation  of  general  expenses,  losses,  and  deductions  differs  from  the  percentage 
which  the  gross  income  from  the  Government  contract  or  contracts  bears  to  the  total  gross 
income,  there  shall  be  submitted  a  statement  showing  what  items  and  the  amounts  thcrectf 
have  been  otherwise  allocated,  and  the  reasons  therefor.  If  a  claim  is  made  under  Section 
327  of  th«  Statute,  gains,  profits,  commissions,  or  other  income^  derived  on  a  cost-fdus 
basis  from  a  Government  contract  or  contracts  made  between  April  6,  I9I7,  and  Xovembcr 

11,  1918,  both  dates  inclusive,  should  be  shown  separately  frcm  income  from  Government 
contracts  of  different  character. 

SPECIAL  CASES. 

8.  Definition  of  special  cases. — Sec^on  327  of  the  Act  provides  that  in  the  following 
cases  the  tax  shall  bo  determined  as  provided  in  Section  328: 

(a)  ^Miere  the  Commissioner  is  unable  to  determine  the  invested  capital  as  proWdod 
in  Section  32C; 

(6)  In  the  case  of  a  foreign  corporation; 

(c)  Where  a^  mixed  aggr^ate  of  tangible  property  and  intangible  property  has  been 
paid  in  for  stock  or  for  stoclc  and  bonds  and  the  Commissioner  is  unablo  satisfactorily  to 
determine  the  respective  valuai  of  the  several  classes  of  property  at  the  time  of  payment,  or 
to  distinguish  the  classes  of  property  paid  in  for  stock  and  for  bonds,  respectively; 

((f)  WTiere,  upon  application  by  the  corporation,  the  Commissioner  finds  and  declares 
of  record  that  the  tax  if  determined  without  benefit  of  this  section  would,  owing  to  abnor- 
mal conditions  affecting  the  capital  or  inconft  of  the  corporation,  work  upon  the  corpora- 
tion an  exceptional  hardship  evidenced  by  gross  disproportion  between  the  tax  computed 
without  benefit  of  this  section  and  the  tax  computed  by  reference  to  the  representative 
corporations  specified  in  Section  328.  This  subdivision  shall  not  apply  to  any  case  (1)  in 
which  the  tax  (computed  without  benefit  of  this  section)  is  high  merely  because  the  cor- 
poration earned  within  the  taxable  year  a  high  rate  of  profits  upon  a  normal  invested  capital 
nor  (2)  iu  which  50  per  centum  or  more  of  the  gross  income  of  the  corporation  for  the  taxable 
year  (computed  under  Section  233  of  Title  II)  consists  of  gains,  profits,  commissions,  or 
other  income  derived  on  a  cost-plus  basis  from  a  Government  contract  or  contracts  made 
between  April  6, 1917,  and  November  II,  1918,  both  dates  inclusive. 

9.  Treatment  of  special  cases.— In  the  cases  specified  in  Section  327  the  tax  will  be 
specially  determined  under  the  provisions  of  Section  328,  but  the  tax  will  not  ordinarily 
be  computed  under  Section  328  merely  because  the  corporation's  form  or  manner  of  organi- 
zation, or  the  Uioitations  imposed  by  Section  326,  result  in  a  greater  tax  than  would  other- 
wise be  pa>'^ie.  A  corporation  which  comes  within  the  provisions  of  subdivision  {d)  of 
Section  327  (paragraph  8,  above)  may  make  application  for  asseesment  under  the  provisions 
of  Section  328,  which  application  shall  be  attached  to  its  return  in  the  form  of  a  statement 
setting  forth  in  full'  (a)  The  reasons  why  the  tax  should  be  so  determined;  (6)  the  facts 
upon  which  such  reasons  are  based;  (c)  an  exact  description  of  each  trade  or  buaLness  or 
important  branch  of  a  trade  or  business  carried  on  by  it;  {d)  a  statement  of  the  ihvested 
capital  and  net  income  for  each  year  since  the  b^inning  of  the  prewar  period;  and  (c)  a 
statement  showing  the  amount  of  gains,  profits,  commismons,  or  other  income  derived  on  a 
cost-plus  basis  from  Government  contracts  made  after  April  5, 1917i  and  before  November 

12,  1918,  and  showing  the  per  cent  which  such  income  is  of  the  total  ii  -ome  of  the  corpora- 
tion     (See  Article  901.) 

10.  Determinationof  first  installment  of  tax  in  special  cas<  via  the  case  of  any 
corporation,  other  than'  a  foreign  corporation  where  absolutely  no  data  are  available  for 
the  determination  of  the  invested  capital  for  the  taxable  year,  the  installments  of  the  tax 
shall,  in  the  first  instance,  be  computed  and  the  fitBt  installment  paid  upon  the  basis  of  a 
war  and  excess-profits  tax  equal  to  50  per  cent  of  the  net  income,  plus  income  tax,  which 
latter  tax  shall  be  computed  on  the  l5&sis  of  a  credit  to  net  income  of  this  amount  for  war, 
and  excess-profits  tax.  In  the  case  of  a  foreigil  corporation  the  installments  of  the  tax 
shall,  in  the  first  instance,  be  determined  upon  the  basis  prescribed  in  Article  913  of 
Regulations  45.  In  any  other  case  under  Section  328,  including  a  case  wher*  the 
invested  capital  for  the  taxable  year  can  not  bo  accurately  determined,  but  where  a 
minimum  amount  of  invested  capital  as  to  which  there  is  no  question  can  be  determined, 
the  installments  shall  in  the  first  instance  be  computed  and  the  first  installment  paid 
upon  the  basis  of  a  tax  upon  the  minimum  amount  of  invested  capital,  not,  however, 
exceeding  a  tax  upon  the  basis  of  50  per  cent  of  the  net  income.  In  any  of  the  above  cases 
the  actual  ratio  when  aacertaincd  \)y  the  Commissioner  will  be  used  in  determining  the 
correct  amount  of  the  tax.     (See  Article  912  of  Regulations  45.) 

11.  Returns  in  special  cases. — Corporations  other  than  foreign  corporations  making 
claim  for  assessment  under  Section  323  of  the  Act  should  answer  ail  questions  and  file  all 
schedules  as  far  as  posbible  and  attach  a  statement  explaining  why  it  is  impracticable  t) 
fill  out  the  entire  return. 

UNDISTRIBUTED    PROFITS   TAXABLE   TO    STOCKHOLDERS. 

12.  If  any  corpcwation,  however  created  or  organized,  is  formed  or  availed  of  for  the 
purpose  of  preventing  the  impoeition  of  the  siulax  upon  its  stockholders  or  ihembera  through 
the  medium  of  permitting  its  gains  or  profits  to  accumulate  instead  of  being  divided  or 
distributed,  such  corporation  shall  not  be  subject  to  the  tax  imposed  by  Section  230  of  the 
Revenue  Act  of  1918,  but  the  stockholders  or  mcmbera  thereof  shall  bo  subject  to  taxation 
under  Title  2  in  the  same  manner  as  in  the  case  of  stockholders  of  a  ij^rsonal  service  cor- 
poration, except  that  the  tax  imposed  by  Title  3  of  the  Revenue  Act  of  1913  shall  be  de- 
ducted from  the  net  income  of  the  corporation  before  the  propcfftionate  share  of  each  Ptc»ck- 
holder  or  member  is  computed.     (Section  220,  Article  351.)  i— >«*• 
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Pago  2  of  Instructions 

GENERAL  INSTRUCTIONS 

I.  For  romplpte  iiwlnictioiu  conccrnuiR  tlic  (illiiie  iu  of  the  BchoduI..ii  in  «,;.  ™(„~  —  j  .u  i 

Uogulation.  45,  r«vU,..l,  Hating  to  the  in.omo  liTldwI,!m^u  ^fl  i""^  ""' '•''''''"'''"'^  ""''«•  "^ 'l'* ''''»<'  thereof,  «nd  Part  II  of 

tamed  from  any  collector  of  internal  JlZTLyXa^^k  «c<«.profit,  t«  on  corporaUon,.    a,pi„  „f  the  rcgtUationB  c."bo  o^ 


RETURNS. 

LIABIUTY  FOR  FILING. 

2.  Corporation.  generally.-Evcrj-  corporation,  joint^stock  com- 
pany, "^sonulion,  and  insuranco  company  not  specifically  exempted  by 
Socuon  231  of  the  revenue  act  of  1918,  and  having  a  net  income  for  the 
taxable  year  p[  ?3,000  or  ,noro,  is  subject  to  the  war-profits  and  excess- 
prohts  tax  and  must  file  a  complete  return  on  this  form 

3.  A  corporation,  joint-stock  company,  association,  or  insurance 
company  (not  exempted  by  Section  231)  having  a  net  income  less  than 
13,000  must  also  fUe  a  return  on  this  form,  filling  that  part  of  Sche<lule  IV 
under  the  hcadmgs  '■  Income  tax"  and  (if  necessary)  "Adjustment  of  tax 
'or  fiscal  year  ended  m  1918,"  and  all  the  schedules  called  for  on  pages 
.;  and  3,  and  answering  all  questions  on  page  6. 

4.  Foreign  corporationi.-A  foreign  corporation  subject  t*  the 
aw   IS  required   to  make  retmn   to  the  collector  in  whose  district  is 

located  Its  prmcipal  office  or  agency  through  which  is  transacted  the 
busm^  m  tho  United  Stales.  The  gioss  income  to  be  returned  includes 
only  the  gross  income  from  sources  within  tho  United  States,  including 
uiUsrest  on  bonds,  notes,  or  other  interest-bearing  obligations  of  resi- 
dents, corporate  or  olhenvise,  and  all  amounts  received  representing 
profiu  on  the  manufacture  and  disposition  of  goods  within  the  United 
States.     (See  .Vrticles  91,  92,  550,  and  625  of  Kegulations  45  ) 

5.  A  foreign  corporation  should  fill  in  and  submit  aU  the  schedules 
called  for  on  pages  2  and  3  of  tho  return  with  respect  to  its  income  from 
sourc^  within  the  United  States,  and  should  compute  its  income  tax 
(bcheduie  I\ ),  claimmg,  however,  no  specific  exemption  (Item  19)  Its 
war-profits  and  excess-profits  tax  should  bo  computed  in  the  first  instance 
as  provided  in  Article  913. 

6.  Partnenhipa  and  perwnal  wrvice  corporation..-Partner- 
V!^  r  ^S*"^"  f^"^"^  corporations  must  make  a  return  on  Form 
1085  A.     (See  Article  624  of  Regulations  45.) 

CONSOUDATED  KETVKNS. 

i  .■]'  ■^'i'*'*^  corporations,  as  defined  in  Section  240  of  the  Act  and 
Articles  632  and  633  of  the  Regulations,  must  fiJe  a  consoUdated  ret^ 

must  file  the  consoUdated  return  on  this  form  with  the  collector  of  the 
district  m  which  its  principal  ofiice  is  located.  All  supplementarv  and 
supportmg  schedules  should  be  prepared  in  columnar  form,  one  column 
bemg  provided  for  each  corporation  included  in  the  consoUdation,  so  that 
the  compoeition  of  consohdated  net  income  and  consoUdated  invested 
capital  may  bo  readily  examined. 

8.  Subsidiary  corporations  and  other  affiliated  corporati.ns  whose  net 
income  and  mvcstcd  capital  are  included  in  the  return  of  a  parent  cor- 
^ll'^.u'.u^  P^^P"'  reporting  corporation  must  fill  in  and  file  Form 
1122  with  the  collector  in  whose  district  their  principal  rflSce  is  located. 

PERIOD  COVERED. 

1919°'  """*  *"'""  ^'"  "  '""^  ^"'  P*""''  ""'^'^ '"  ""^  <=»'«"'"•  y«" 

10.  A  corporation  desiring  to  change  the  period  for  which  its  return 
«  made  from  a  calendar  year  to  a  fiscal  year  or  vice  veraa,  or  from  one 
fiscal  year  to  another,  must  give  written  notice  to  the  collector  of  such 
change  and  the  reasons  therefor  at  least  30  days  before  the  due  date  of 
lU  return  on  the  basis  of  ita  existing  taxable  year  and  at  least  30  days 

revenuJ^Tt  ^19,?.)     "  «'«"'»t-ns  45  and  Section  226  of  the 

TIME  AND  PLACE  FOR  FILING. 

.„llJ,''  ^f^  '"f  "  ^^l  P«"<"'  en-ling  i"  1019  must  bo  sent  to  the 

^^1^.1  fl,""  ^"^  "T"*  '"••  """  '^*»^<='  '"  ^^'"^  th*  corporation's 
prmcipal  office  is  located  so  as  to  reach  the  collectors  office  on  or 
Wore  the  fifteenth  day  of  the  tiird  month  foUowing  the  cloeo  of  the 
fiscal  penod,  unless  an  extension  of  time  bus  been  granted. 
r^lt ,  i.  ^"'  y*"^  ended  prior  to  April  1,  1919,  and  if  it  is  not 
^  w^,U  ?  ."""'''"'''*  "'""  °°  "^•^  '»™  °"  °'  ^'oro  the  date  the 
or  before  such  date,  a  tentative  return  and  estimate  of  Uxes  a.,scs,4ble 


}^,fr?w  !r'  ""r  °™  \°^^  '^'  '?'•  """"^8  with  such  return  at  least  one- 
fourth  of  tho  estimated  taxes  shown  thereon. 

13.  In  cose  of  neglect  to  file  either  a  completed  return  or  a  tenutive 
return  withm  the  prescribed  time  the  collector  is  authorized  to  grant  an 
extension  of  not  more  than  30  days,  prMed  »uch  neglect  wTdue  I 
absence  or  t^kneis,  and  provided  an  application  for  such  extension  , 
made  m  witmg  prior  to  the  expiration  of  the  period  for  which  an  exte.i 
sion  may  be  granted  In  meritorious  cases  the  Commissioner  is  author- 
ized to  grant  a  further  extension,  but  no  such  further  extension  will 
be  granted  (except  on  account  of  absence  or  sickness),  unless  a  tentative 
return  has  been  filed  on  Form  1031  T  and  at  least  one-fourth  of  tho  esti- 
mated tax  has  been  paid.     (See  Articles  442  to  444  of  Regulations  45  ) 

SIGNATURES  AND  VERIFICATION. 

14.  Returns  must  be  sworn  to  by  the  president,  vice  president,  or 
otier  principal  officer  and  by  the  treasurer,  assistant  treasurer,  or  other 

prmciFal  W  officer  The  return  of  a  foreign  corporation  having  an  agent 
in  tho  Umted  States  shall  be  sworn  to  by  such  agent.  If  receivet?,  tn^tees 
m  bankruptcy,  or  assignees  are  operating  the  property  or  business  of 
tbo  corporataon,  such  receivers,  trustees,  or  assignees  shaU  e.'cecute  th« 
returns  for  such  corporations,  under  oath. 

PAYMENT  OF  TAXES. 

.  ryl%  '^'''  '*''  ^^°'^^  ""^  P*"*  ^^  '*'"^™  <"•  ""^"S"*  »"i  the  return 
a  check  or  money  order  drawn  to  the  order  of  "CoUeetor  of  Internal 
Revenue  at  (mscrt  name  of  city  and  State]." 

16.  Do  not  send  cash  through  the  mail  or  pay  it  in  person  except  at 
the  office  of  the  coUector  or  a  regularly  established  internal-revenue 
Stamp  oihco. 

17.  At  least  one-fourth  of  the  lax  is  due  at  the  same  time  that  the 
return  is  duo. 

18  An  additional  amount  sufficient  to  bring  the  total  payments  up 
to  one-half  of  ho  tax  must  be  paid  on  or  before  the  fifteenth  day  of  the 
third  month  after  tho  time  fixed  by  law  for  filing  the  return 

19.  An  additional  amount  sufficient  to  bring  the  total  payments  up 
to  three-fom-ths  of  the  tax  must  be  paid  on  or  before  the  fifteenth  day  of 
the  sLKth  month  after  the  time  fixed  by  law  for  filing  the  return 
flf.  ^'!"k'?*  7°;*^'!'"-  °f  the  tax  must  be  paid  on  or  before  the 
fifteenth  day  of  the  ninth  month  after  the  time  fixed  by  law  for  filinif  the 
return.  ^^ 

f  ,1,^':  "  any  payment  is  not  made  when  due,  the  unpaid  balance 
of  the  tax  will  become  due  10  days  after  demand  therefor  by  the  col- 
lector. 

22.  If  you  pay  in  cash,  do  not  faU  to  get  a  receipt  at  the  time  of  pay- 
ment. If  you  pay  by  check  or  money  order,  your  canceled  check  or 
your  money-order  receipt  will  serve  as  a  receipt. 

PENALTIES. 
UNDERSTATEMENT  OF  TAXES  DUE  TO  NECUGENCE  OR  FRAUD. 

23.  If  taxes  are  understated  through  negligence  on  the  part  of  tlie 
taxpayer  and  without  attempt  to  defraud,  there  shall  be  add  J  as  part  of 

he  lax  5  per  cent  of  the  total  amount  of  the  deficiency  plus  interest  at 
the  rate  of  12  per  cent  per  annum  on  the  amount  of  the  deficiency  of  each 
installment  from  the  lime  the  instalhnent  was  due.  If  an  understate- 
ment is  false  or  fraudulent  with  intent  to  evade  the  tax,  there  shaU  bo 
added  as  part  of  the  tax  50  per  cent  of  the  amount  of  the  deficiency 

FOR  FAILING  TO  PAY  TAX  WHEN  DUE. 

24.  If  any  Uix  remains  unpaid  after  the  dale  when  it  is  due  and  for  10 
days  after  notice  and  demand  by  the  collector  there  shnU  be  added  as 
part  of  tho  tax  tho  sum  of  5  per  cent  of  the  amount  due  but  unpaid  plus 
interest  at  the  rate  of  12  per  cent  per  annum  on  such  amount  from  the 
time  It  became  duo. 

^  FOR  FAIUNC  TO  MAKE  RETURN  ON  TIME. 

25.  A  penalty  of  not  more  than  $1,000  attaches  for  failure  to  file  a 
return  or  to  pay  the  lax  within  the  time  required  by  law.  If  the  failure 
»,nnn!r  °' -^^  attempt  is  made  to  defeat  or  evade  the  tax,  the  penalty  is 
$10  000  or  imprisonment  for  not  moiB  than  one  year,  or  toth,  together 
with  cost  of  prosecution. 
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AHACH  THIS  FORM 
TO  YOUR  INCOME  TAX 
RETURN,  FORM  1120, 
FOR  THE  CORRE- 
SPONDING TAXABLE 
PERIOD  AS  A  PART 
OF  THAT  RETURN. 


Form  1120  8— UNITED  STATES  INTERNAL  BEVENtTE  SERVICE 

GOVERNMENT  CONTRACTS  PROHTS  TAX  RETURN 


FOR  CALENDAR  YEAR  1919 
Or  for  period  begun >  19 .  "nd  ended- 


.,19- 


Gntranciil 
cootrftdt  a  r«- 


(Print  plainly  corporation**  name  and.  principal  place  of  business) 


itwd*Dum[>eV*ofnini]l~rMto) 


IU:AOAa  IN- 
STRUCTIONS 

ON  THIS 
FOilMCARE-" 
FUUY  BE- 
FORE FlU^ 
INC  IN  THE 
SCHEDULES* 


DO  WOT  wmi  m  tmw  artcE 


KIND  OF  BUSINESS. 


IS  THIS  A  CONSOUDATED  RETURN? 


SCHEDULE  I— NET  INCOME. 


1.  Atxxaoie  Nb 
i.  Net  Imcomi 


iNCOilK  1 
OK  TaIM 


It  PKiWJLR  P*iuoD  (bom  return  for  preceding  taznble  period)  . 
e  PiMOD  (from  Form  IIJO,  Ilom  27,  Sctedole  A.  page  1) 


SCHEDULE  II— INVESTED  CAPITAL. 


1.  Iktmied  CAPitsJ.  io»  TilABLi  PtHioD  (Iiom  Fomi  1120,  Item  9,  Sciodulo  B) 

t.  Atiraob  IsrvMTiD  CiKTAl,  lOE  PsiwiE  PiMOD  (Irom  retum  tor  preceding  tajable  period).. 
S.  IscEttat  OB  DtniiA»«  re  Iv-VEimD  CArn-Ai,  fob  Tatabu  PtBiocj 


I  I 


DrAPrT.<.L(uidirttte<lccreo3ebT"P")-l 


3z 


SCHEDULE  III— EXCESS-PROFITS  AND  WAR-PROFITS  CREDITS. 


EXCESS-PROFITS  CREDIT. 

■  1   Eight  per  cent  of  invested  capital  lorUxable  period  (Item  1, 
'        Schedule  II) *- 


i.  Exemption  (»3,000).. 


ElcBss-PBorrre  Cbb: 


WAR-PROFITS  CREDIT. 


Item  3,  Schedule  II- 


6  (a)  Total  of  (or  diffeience  between)  Items  4  and  5,  or 
(I)  10  J6  of  invested  capital  for  taxable  period  (Item  1, 
Schedule  II),  -irhichever  is  laijor 


7.  Exemption  (t3,000).. 


WAB-PBonrs  CBtprr  (Item  «  plus  Item  7>- 


SCHEDULE  IV— COMPUTATION  OF  TAXES. 
WAR-PROFITS  AND  EXCESS-PROFITS  TAX  (BRACKETS  ONE  AND  TWO). 


4.  Net  income  lor  taxable  period  (Item  2,  .<H^hedule  I).. 

5.  Lew  amount  ol  War-ProCU  Credit  (Item  8,  Schedule  III). 
C.  Balancx ■ 


10.  Total  War-ProCta  and  Excmi-rroBt.  Tax  aj  computed  under  Section  301(n)  (Item  3,  column  0.  pha  Item  9 

1  War-Profits  and  Exc»>Pn,fit.  Tax,  if  ccmpnted  under  Section  302.  303.  304(r).  or  337  of  Revenue  Act  of  1918., 


n.  Total 


SUMMARY-WAR-PROFITS  AND  EXCESS-PROFITS  TAX. 

jmputed  under  Section  301(o),  302,  303,  3(M(r),  or  317,  •ahichever  is  the  Bnalle6t_S..i ---- 

Item  4,  Schedule  D,  Form  1120,  whichever  is  the  smaller  .__ J 1 


12.  Total  War  and  Excese-Profita  Tax 

13.  Total  Eiceae-ProHts  Tax,  Item  3  < 
H.  That  proportion  of  Item  12  which  the  income  derived  from  Government  contmcts  bears  to  the  total  net  income  ... 
15.  That  proportion  ol  Itim  13  which  the  income  not  derived  from  Government  contracts  bears  to  the  total  net  incon 

.  ExcBSS-PBonrs  Tax.  Item  14  plus  Item  15  (enter  ai  Horn  8.  Schedule  P.  Form  1120) 


II3_ 


16.  Total  War 


HSSaL  INSTRUCTIoSTrE^DING  tax  ON }^^<>^^f^^'^J^lfZ^^:^^^]J^^^S'^',^ 6, 1917, and 
,n  the  casa  of  a  corporaUon  which  derives  in  1919  and  r'-'*- »  "  oirSx^^ompuSS  aWr^rfXtX^S'tS  ^^rolS  "cS?Sd  the  war-nro6«  creS>poUcjble  to 
ember  11,  1918,  b.,lh'dates  inclurfve,  the  toxsMl  be  suchapropOTUon  Ola 

year,  as  the  portion  of  the  net  incomo  attributable  «  "^^ '?°;«"^iJ?"V=^l  M^J^enue  Act  of  1918,  also  Articles  714,  715,  and  719  of  Bogulauons  4o. 

>  .    •.  ..        r,  : . .. v„_  ,„  ,H.  .„t,™  „et  rncome.    See  SecUon  301  (cl,  '^\^°"°^"J^ '^^'tia  ^-„i„d  s^.A,  (0  a  cor,t«ct  with  an  agency  of  >"-l-  •~'-cv  «<1 

-t  or  subSmtiict  was  for  the  btnc-lit  o(  the  United  States.,   llnenforceabl 
may  require  any  contractor  to  £lo  with  him  copies  of  his  Government 


November 
that  . 
amount  of  the 


.ermnentcon,i^^^S^n?^^H^Es!HHsEE^^^ 


(d)  a  subcontract  with  %  contractor  under  any  euch  contract;  P^^^ed 
mifently  raufied  aro  Ueated  as  though  mado  when  cnguiany  entered 
into  en  and  alter  April  6,  1917, 


_  agency  of  such  agency,  and 
XTnenfOTCeable  contracts  euhee- 
it£red 


INSTRUCTIONS  CONCERNING  THE  FILLING  IN  OF  SCHEDULES  IN  THIS  RETURN, 
SCHEDULE  I.  NET  INCOME.  AND  SCHEDULE  II.  INVESTED  CAPITAL.  There  i_ould  also  be  showB  in  the  most  pracUcab.e  .< 


II  advised  that  prewar  data  called  for  in  Schedules  I  and  11  above  has  been  revised 
bv  Department:  enKr  corrected  amounts.  Use  space  below  for  following  schedule. 
Usufficient.  SUPPORTING  SCHEDULE. 

K  «-hodule  should  be  submitted  respecting  Government  ';<>'>«"''"°^.?,5^'"^"*P"' 
«,1917.andNovemberll,I918,bothdate.siuch,ave,ftomwh.rhnctmcMne^^ 
ciedinillO  000  was  derived  during  the  taxable  pcnod.    In  the  caseofa^WiaUM  companies, 
■  SSSSSuon  ZSTu^ira^parately  for  Sh  compiuy.    Thu>  schedute  should  be  m 
StaSorm  and  should  contain  the  following  informauon  as  respects  each  contract. 


(6)  Gross  income  from  contract  during  r 

(c)  Expenses  directly  applicable  to  each  contract. 

Total  cf  eadi  column  shoultl  he  shown. 


tu)  Total  groffi  income  of  corpora 

it)  Percentage  which  total  ot  column  (6)  is  of  (tf)- 

If)  Total  general  expenpcs,  losses,  and  deductions  of  corporation. 

(ij  Amouat  ol  (f)  allocated  to  Govetnment  contracts  (total). 

(A)  Percentage  which  (y)  is  of  (/). 
1 1  the  allocation  ot  general  expen5es,  Imbm,  and  deductions  differs  from  the  percentage 
which  the  gross  income  from  the  Oovemment  contract  or  contracts  bears  to  the  u,tal  Er«a 
income  there  shall  be  submiued  a  statement  showing  the  Hems  and  the  amounts  thereof 
which  have  been  othcrwiao  allocated,  and  tho  reasons  therefor.  It  a  clMm  is  made  under 
Section  327  of  the  statute,  gains,  profits,  commissions,  or  other  income  dcll^^«l  on  a  cost- 
plus  basis  Irom  a  Government  contract  or  contracts  made  betwccti  Apnl  0,  191/,  ana 
November  11,  191S,  both  dates  inclusive,  should  be  shown  separately  from  l 
Government  contracts  ol  dil'ferent  character. 
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INFORMATION  RETURN  OF  SUBSIDIARY  OR  AFHUATED  CORPORATION 

WHOSE  NET  INCOME  AND  INVESTED  CAPITAL  ARE  INaUDED  IN  RETURN  OF  A  PARENT  OR  PRINCIPAL 
REPORTING  CORPORATION  FOR  PURPOSES  OF  INCOME  AND  PROFITS  TAXES 


TUtRchm 
Must  Be  Filed 
On  or  Before 
March  15,  1919 
With  the  Collector 
of  Internal  Revenue 
For  the  District  in 
Which  the  Subsidiary 
or  Affiliated  Corpora- 
tion has  its  Principal 
Office.- 


FOR  CALENDAR  YEAR  1918 

OR 


Fiscal  period  begun 

and  ended ... 

.....  1918 

V*^-T*T  ftddrasa 

(Stnet  and  Dumbw.) 

(CKy  or  town.) 

(SUU.) 

(DkteRMrired) 


1.  Date  incorporated Under  laws  of  what  State) 

2.  Kind  of  business. ^ 

3.  Par  value  of  capital  stock  outstanding  at  beginning  of  taxable  year:  (a)  conunon,  $ 

(6)  preferred,  $ 

4.  Par  value  of  capital  stock  held  during  the  taxable  year  by  (a)  the  parent  corporation  or  (&)  the  same  interest: 


Fiuoin  n  THX    Taublz 

YKABDvlUNO.WmcH  THE 

Stock  Hsld    Remained 
Vnceaxoes. 

Par  Value  of  Stock. 

Periods  in  the   Taxable 
Year  Dubino  Which  the 
Stock  Held   Reuadikd 

UNCHANOfi.D. 

Pas  Vauk  or  Stock. 

noH— 

TO- 

COHUON. 

PBErERBED. 

FROM— 

T,^ 

COKHOK. 

PRXfXRRKD. 

J 

J 

J 

^ 

_^ 



..:-:.::::::::i:.:::::::::::: 



NoTS. — All  stock  ehould  be  designated  as  voting  ("v.")  or  nonvoting  ("n.  v."). 

5.  Name  of  parent  corporation. 

6.  Address  of  parent  corporation...,. - 

7.  Internal  revenue  district  in  which  consohdated  return  has  been  'filed. 


(Rive  distrirt,  or  city  and  Stat«.) 

8.  If  affiliation  occurs  through  ownership  of  stock  by  the  same  interests,  attach  to  this  form  a  list  showing  the  names 

and  addresses  of  stockholders  and  amount  and  description  of  stock  heIdT)y  each. 

9.  State  amount  of  income  and  profits  taxes  for  the  taxaole  year  apportioned  to  the  subsidiary  or  affiliated  cor- 

poration  making  this  return...". $ 


We,  the  undersigned,  president  and  treasurer  of  the  above-named  subsidiary  or  affiliated  corporation,  being 
severally  duly  sworn,  each  for  himself  deposes  and  says  that  the  foregoing  return,  including  the  accompanying 
list  (if  any),  has  been  examined  by  him  and  is  to  the  best  of  his  knowledge  and  behef  a  true  and  complete  return 
of  iniormation  made  in  good  faith  pursuant  to  the  Revenue  Act  of  1918  and  the  regulations  theretmder. 

Sworn  to  and  subscribed  before  me  this 


-day  of 

(Name  of  officer.) 

fStiiJ 


.,  19. 


President. 


Treasurer, 
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APPENDIX  B 

WAR-PROFITS  AND  EXCESS-PROFITS  TAX 
LAW— 1918 

Part  I — General  Definitions 

Sec.  300.  That  when  used  in  this  title  the  terms  "taxable  year," 
"fiscal  year,"  "personal  service  corporation,"  "paid  or  accrued,"  and 
"dividends"  shall  have  the  same  meaning  as  provided  for  the  purposes 
of  income  tax  in  sections  200  and  201.  The  first  taxable  year  for  the 
purposes  of  this  title  shall  be  the  same  as  the  first  taxable  year  for 
the  purposes  of  the  income  tax  under  Title  II. 

Part  II — Imposition  of  tax 

Sec  301.  (a)  That  in  lieu  of  the  tax  imposed  by  Title  II  of  the 
Revenue  Act  of  1917,  but  in  addition  to  the  other  taxes  imposed  by  this 
Act,  there  shall  be  levied,  collected,  and  paid  for  the  taxable  year  1918 
upon  the  net  income  of  every  corporation  a  tax  equal  to  the  sum  of 
the  following: 

First  Bracket 

30  per  centum  of  the  amount  of  the  net  income  in  excess  of  the  excess- 
profits  credit  (determined  under  section  312)  and  not  in  excess  of  20  per 
centum  of  the  invested  capital; 

Second  Bracket 
65  per  centum  of  the  amount  of  the  net  income  in  excess  of  20  per 
centum  of  the  invested  capital; 

Third  Bracket 

The  sum,  if  any,  by  which  80  per  centum  of  the  amount  of  the  net 
income  in  excess  of*  the  war-profits  credit  (determined  under  section 
311)  exceeds  the  amount  of  the  tax  computed  under  the  first  and  second 
brackets. 

(b)  For  the  taxable  year  1919  and  each  taxable  year  thereafter  there 
shall  be  levied,  collected,  and  paid  upon  the  net  income  of  every  cor- 
poration (except  corporations  taxable  under  subdivision  (c)  of  this  sec- 
tion) a  tax  equal  to  the  sum  of  the  following: 

First  Bracket 
20  per  centum  of  the  amount  of  the  net  income  in  excess  of  the 
excess-profits   credit    (determined   under  section  312)    and  not  in  excess 
of  20  per  centum  of  the  invested  capital; 
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Second  Bracket 

40  per  centum  of  the  amount  of  the  net  income  in  excess  of  20  per 
centum  of  the  invested  capital. 

(c)  For  the  taxable  year  1919  and  each  taxable  year  thereafter  there 
shall  be  levied,  collected,  and  paid  upon  the  net  income  of  every  corpora- 
tion which  derives  in  such  year  a  net  income  of  more  than  $10,000  from 
any  Government  contract  or  contracts  made  between  April  6,  1917,  and 
November  11,  1918,  both  dates  inclusive,  a  tax  equal  to  the  sum  of  the 
following : 

(i)  Such  a  portion  of  a  tax  computed  at  the  rates  specified  in  sub- 
division (a)  as  the  part  of  the  net  income  attributable  to  such  Govern- 
ment contract  or  contracts  bears  to  the  entire  net  income.  In  computing 
such  tax  the  excess-profits  credit  and  the  war-profits  credit  applicable  to 
the  taxable  year  shall  be  used; 

(2)  Such  a  portion  of  a  tax  computed  at  the  rates  specified,  in  sub- 
division (b)  as  the  part  of  the  net  income  not  attributable  to  such  Gov- 
ernment contract  or  contracts  bears  to  the  entire  net  income. 

For  the  purpose  of  determining  the  part  of  the  net  income  attributable 
to  such  Government  contract  or  contracts,  the  proper  apportionment  and 
allocation  of  the  deductions  with  respect  to  gross  income  derived  from 
such  Government  contract  or  contracts  and  from  other  sources,  respec- 
tively, shall  be  determined  under  rules  and  regulations  prescribed  by  the 
Commissioner  with  the  approval  of  the  Secretary. 

(d)  In  any  case  where  the  full  amount  of  the  excess-profit  credit 
ts  not  allowed  under  the  first  bracket  of  subdivision  (a)  or  (b),  by 
reason  of  the  fact  that  such  credit  is  in  excess  or  20  per  centum  of  the 
invested  capital,  the  part  not  so  allowed  shall  be  deducted  from  the 
amount  in  the  second  bracket. 

(e)  For  the  purposes  of  the  Act  approved  March  21,  1918,  entitled 
"An  Act  to  provide  for  the  operation  of  transportation  systems  while 
under  Federal  control,  for  the  just  compensation  of  their  owners,  and 
for  other  purposes,"  the  tax  imposed  by  this  title  shall  be  treated  as 
levied  by  an  Act  in  amendment  of  Title  II  of  the  Revenue  Act  of  1917. 

Sec.  302.  That  the  tax  imposed  by  subdivision  (a)  of  section  301 
shall  in  no  case  be  more  than  30  per  centum  of  the  amount  of  the  net 
income  in  excess  of  $3,000  and  not  in  excess  of  $20,000,  plus  80  per  centum 
of  the  amount  of  the  net  income  in  excess  of  $20,000;  the  tax  imposed 
by  subdivision  (b)  of  section  301  shall  in  no  case  be  more  than  20  per 
centum  of  the  amount  of  the  net  income  in  excess  of  $3,000  and  not  in 
excess  of  $20,000,  plus  40  per  centum  of  the  amount  of  the  net  income 
in  excess  of  $20,000;  and  the  above  limitations  shall  apply  to  the  taxes 
computed  under  subdivisions  (a)  and  (b)  of  section  301,  respectively, 
when  used  in  subdivision  (c)  of  that  section.  Nothing  in  this  section 
shall  be  construed  in  such  manner  as  to  increase  the  tax  imposed  by 
section  301. 

Sec.  303.    That  if  part  of  the  net  income  of  a  corporation  is  derived 
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(i)  from  a  trade  or  business  (or  a  branch  of  a  trade  or  business)  in 
which  the  employment  of  capital  is  necessary,  and  (2)  a  part  (consti- 
tuting not  less  than  30  per  centum  of  its  total  net  income)  is  derived 
from  a  separate  trade  or  business  (or  a  distinctly  separate  branch  of 
the  trade  or  business)  which  if  constituting  the  sole  trade  or  business 
would  bring  it  within  the  class  of  "personal  service  corporations,"  then 
(under  regulations  prescribed  by  the  Commissioner  with  the  approval 
of  the  Secretary)  the  tax  upon  the  first  part  of  such  net  income  shall 
be  separately  computed  (allowing  in  such  computation  only  the  same 
proportionate  part  of  the  credits  authorized  in  sections  311  and  312),  and 
the  tax  upon  the  second  part  shall  be  the  same  percentage  thereof  as 
the  tax  so  computed  upon  the  first  part  is  of  such  first  part :  Provided, 
That  the  tax  upon  such  second  part  shall  in  no  case  be  less  than  20  per 
centum  thereof,  unless  the  tax  upon  the  entire  net  income,  if  computed 
without  benefit  of  this  section,  would  constitute  less  than  20  per  centum  of 
such  entire  net  income,  in  which  event  the  tax  shall  be  determined  upon 
the  entire  net  income,  without  reference  to  this  section,  as  other  taxes  are 
determined  under  this  title.  The  total  tax  computed  under  this  section 
shall  be  subject  to  the  limitations  provided  in  section  302. 

Sec.  304.  (a)  That  the  corporations  enumerated  in  section  231  shall, 
to  the  extent  that  they  are  exempt  from  income  tax  under  Title  II,  be 
exempt  from  taxation  under  this  title. 

(b)  Any  corporation  whose  net  income  for  the  taxable  year  is  less 
than  $3,000  shall  be  exempt  from  taxation  under  this  title. 

(c)  In  the  case  of  any  corporation  engaged  in  the  mining  of  gold, 
the  portion  of  the  net  income  derived  from  the  mining  of  gold  shall  be 
exempt  from  the  tax  imposed  by  this  title,  and  the  tax  on  the  remaining 
portion  of  the  net  income  shall  be  the  proportion  of  a  tax  computed 
without  the  benefit  of  this  subdivision  which  such  remaining  portion  of 
the  net  income  bears  to  the  entire  net  income. 

-  Sec.  305.  That  if  a  tax  is  computed  under  this  title  for  a  period  of 
less  than  twelve  months,  the  specific  exemption  of  $3,000,  wherever  re- 
ferred to  in  this  title,  shall  be  reduced  to  an  amount  which  is  the  same 
proportion  of  $3,000  as  the  number  of  months  in  the  period  is  of  twelve 
months. 

Part  III — Credits 

Sec.  310.  That  as  used  in  this  title  the  term  "prewar  period"  means 
the  calendar  years  1911,  1912,  and  1913,  or,  if  a  corporation  was  not  in 
existence  during  the  whole  of  such  period,  then  as  many  of  such  years 
during  the  whole  of  which  the  corporation  was  in  existence. 

Sec.  311.     (a)  That  the  war-profits  credit  shall  consist  of  the  sum  of: 

(i)  A  specific  exemption  of  $3,000;  and 

(2)  An  amount  equal  to  the  average  net  income  of  the  corporation 
for  the  prewar  period,  plus  or  minus,  as  the  case  may  be,  10  per  centum 
of  the  difference  between  the  average  invested  capital   for  the  prewar 
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period  and  the  invested  capital  for  the  taxable  year.  If  the  tax  is  com- 
puted for  a  period  of  less  than  twelve  months  such  amount  shall  be 
reduced  to  the  same  proportion  thereof  as  the  number  of  months  in  the 
period  is  of  twelve  months. 

(b)  If  the  corporation  had  no  net  income  for  the  prewar  period,  or 
if  the  amount  computed  under  paragraph  (2)  of  subdivision  (a)  is  less 
than  10  per  centum  of  its  invested  capital  for  the  taxable  year,  then  the 
war-profits  credit  shall  be  the  sum  of : 

(i)  A  specific  exemption  of  $3,000;  and 

(.2)  An  amount  equal  to  10  per  centum  of  the  invested  capital  for 
the  taxable  year. 

(c)  If  the  corporation  was  not  in  existence  during  the  whole  of  at 
least  one  calendar  year  during  the  prewar  period,  then,  except  as  provided 
in  subdivision  (d),  the  war-profits  credit  shall  be  the  sum  of: 

(i)  A  specific  exemption  of  $3,000;  and 

(2)  An  amount  equal  to  the  same  percentage  of  the  invested  capital 
of  the  taxpayer  for  the  taxable  year  as  the  average  percentage  of  net 
income  to  invested  capital,  for  the  prewar  period,  of  corporations  en- 
gaged in  a  trade  or  business  of  the  same  general  class  as  that  conducted 
by  the  taxpayer;  but  such  amount  shall  in  no  case  be  less  than  10  per 
centum  of  the  invested  capital  of  the  taxpayer  for  the  taxable  year.  Such 
average  percentage  shall  be  determined  by  the  Commissioner  on  the  basis 
of  data  contained  in  returns  made  under  Title  II  of  the  Revenue  Act 
of  1917,  and  the  average  known  as  the  median  shall  be  used.  If  such 
average  percentage  has  not  been  determined  and  published  at  least  30 
days  prior  to  the  time  when  the  return  of  the  taxpayer  is  due,  then  for 
purposes  of  such  return  10  per  centum  shall  be  used  in  lieu  thereof;  but 
such  average  percentage  when  determined  shall  be  used  for  the  purposes 
of  section  250  in  determining  the  correct  amount  of  the  tax. 

(d)  The  war-profits  credit  shall  be  determined  in  the  manner  pro- 
vided in  subdivision  (1?)  instead  of  in  the  manner  provided  in  subdivision 
(c),  in  the  case  of  any  corporation  which  was  not  in  existence  during 
the  whole  of  at  least  one  calendar  year  during  the  prewar  period,  if  (i) 
a  majority  of  its  stock  at  any  time  during  the  taxable  year  is  owned  or 
controlled,  directly  or  indirectly,  by  a  corporation  which  was  in  exis- 
tence during  the  whole  of  at  least  one  calendar  year  during  the  prewar 
period,  or  if  (2)  50  per  centum  or  more  of  its  gross  income  (as  com- 
puted under  section  233  for  income  tax  purposes)  consists  of  gains,  profits, 
commissions,  or  other  income,  derived  from  a  government  contract  or 
contracts  made  between  April  6,  1917,  and  November  n,  1918,  both  dates 
inclusive. 

(e)  A  foreign  corporation  shall  not  be  entitled  to  a  specific  exemp- 
tion of  $3,000. 

Sec.  312.  That  the  excess-profits  credit  shall  consist  of  a  specific 
exemption  of  $3,000  plus  an  amount  equal  to  8  per  centum  of  the  invested 
capital  for  the  taxable  year. 
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A  foreign  corporation  shall  not  be  entitled  to  the  specific  exemption 
of  $3,000. 

Part  IV — Net  Income 

Sec.  320.  (a)  That  for  the  purpose  of  this  title  the  net  income  of  a 
corporation  shall  be  ascertained  and  returned — 

(i)  For  the  calendar  years  191 1  and  1912  upon  the  same  basis  and 
in  the  same  manner  as  provided  in  section  38  of  the  Act  entitled  "An 
Act  to  provide  revenue,  equalize  duties,  and  encourage  the  industries  of 
the  United  States,  and  for  other  purposes,"  approved  August  5,  1909, 
except  that  taxes  imposed  by  such  section  and  paid  by  the  corporation 
within  the  year  shall  be  included; 

(2)  For  the  calendar  year  1913  upon  the  same  basis  and  in  the  same 
manner  as  provided  in  Section  II  of  the  Act  entitled  "An  Act  to  reduce 
tariff  duties  and  to  provide  revenue  for  the  Government,  and  for  other 
purposes,"  approved  October  3,  1913,  except  that  taxes  imposed  by 
section  38  of  such  Act  of  August  5,  1909,  and  paid  by  the  corporation 
within  the  year  shall  be  included,  and  except  that  the  amounts  received 
by  it  as  dividends  upon  the  stock  or  from  the  net  earnings  of  other  cor- 
porations subject  to  the  tax  imposed  by  Section  II  of  such  Act  of  October 
3,  1913,  shall  be  deducted;  and 

(3)  For  the  taxable  year  upon  the  same  basis  and  in  the  same 
manner  as  provided  for  income  tax  purposes  in  Title  II  of  this  Act. 

(b)  The  average  net  income  for  the  prewar  period  shall  be  deter- 
mined by  dividing  the  number  of  years  within  that  period  during  the 
whole  of  which  the  corporation  was  in  existence  into  the  sum  of  the 
net  income  for  such  years,  even  though  there  may  have  been  no  net 
income  for  one  or  more  of  such  years. 

Part  V — Invested  Capital 

Sec.  325.     (a)  That  as  used  in  this  title — 

The  term  "intangible  property"  means  patents,  copyrights,  secret 
processes  and  formulae,  good  will,  trade-marks,  trade-brands,  franchises, 
and  other  like  property; 

The  term  "tangible  property"  means  stocks,  bonds,  notes,  and  other 
evidences  of  indebtedness,  bills  and  accounts  receivable,  leaseholds,  and 
other  property  other  than  intangible  property; 

The  term  "borrowed  capital"  means  money  or  other  property  bor- 
rowed, whether  represented  by  bonds,  notes,  open  accounts,  or  otherwise; 

The  term  "inadmissible  assets"  means  stocks,  bonds,  and  other  obli- 
gations (other  than  obligations  of  the  United  States),  the  dividends  or 
interest  from  which  is  not  included  in  computing  net  income,  but  where 
the  income  derived  from  such  assets  consists  in  part  of  gain  or  profit 
derived  from  the  sale  or  other  disposition  thereof,  or  where  all  or  part 
of  the  interest  derived  from  such  assets  is  in  effect  included  in  the  net 
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income  because  of  the  limitation  on  the  deduction  of  interest  under  para- 
graph (2)  of  subdivision  (a)  of  section  234,  a  corresponding  part  of  the 
capital  invested  in  such  assets  shall  not  be  deemed  to  be  inadmissible 
assets ; 

The  term  "admissible  assets"  means  all  assets  other  than  inadmis- 
sible assets,  valued  in  accordance  with  the  provisions  of  subdivision  (a) 
of  section  326,  section  330,  and  section  331. 

(b)  For  the  purposes  of  this  title,  the  par  value  of  stock  or  shares 
shall,  in  the  case  of  stock  or  shares  issued  at  a  nominal  value  or 
haviriig  no  par  value,  be  deemed  to  be  the  fair  market  value  as  of  the 
date  or  dates  of  issue  of  such  stock  or  shares. 

Sec.  326.  (a)  That  as  used  in  this  title  the  term  "invested  capital" 
for  any  year  means  (except  as  provided  in  subdivisions  (b)  and  (c)  of 
this  section) : 

(i)  Actual  cash  bona  fide  paid  in  for  stock  or  shares; 

(2)  Actual  cash  value  of  tangible  property,  other  than  cash,  bona 
fide  paid  in  for  stock  or  shares,  at  the  time  of  such  payment,  but  in 
no  case  to  exceed  the  par  value  of  the  original  stock  or  shares  spe- 
cifically issued  therefor,  unless  the  actual  cash  value  of  such  tangible 
property  at  the  time  paid  in  is  shown  to  the  satisfaction  of  the 
Commissioner  to  have  been  clearly  and  substantially  in  excess  of 
such  par  value,  in  which  case  such  excess  shall  be  treated  as  paid-in 
surplus:  Provided,  That  the  Commissioner  shall  keep  a  record  of  all 
cases  in  which  tangible  property  is  included  in  invested  capital  at  a 
value  in  excess  of  the  stock  or  shares  issued  therefor,  containing 
the  name  and  address  of  each  taxpayer,  the  business  in  which  en- 
gaged, the  amount  of  invested  capital  and  net  income  shown  by  the 
return,  the  value  of  the  tangible  property  at  the  time  paid  in,  the  par 
value  of  the  stock  or  shares  specifically  issued  therefor,  and  the 
amount  included  under  this  paragraph  as  paid-in  surplus.  The  Com- 
missioner shall  furnish  a  copy  of  such  record  and  other  detailed  in- 
formation with  respect  to  such  cases  when  required  by  resolution  of 
either  House  of  Congress,  without  regard  to  the  restrictions  con- 
tained in  section  257; 

(3)  Paid-in  or  earned  surplus  and  undivided  profits;  not  including 
surplus  and  undivided  profits  earned  during  the  year; 

(4)  Intangible  property  bona  fide  paid  in  for  stock  or  shares  prior 
to  March  3,  1917,  in  an  amount  not  exceeding  (a)  the  actual  cash  value 
of  such  property  at  the  time  paid  in,  (b)  the  par  value  of  the  stock  or 
shares  issued  therefor,  or  (c)  in  the  aggregate  25  per  centum  of  the 
par  value  of  the  total  stock  or  shares  of  the  corportaion  outstanding  on 
March  3,  1917,  whichever  is  lowest ; 

(5)  Intangible  property  bona  fide  paid  in  for  stock  or  shares  on  or 
after  March  3,  1917,  in  an  amount  not  exceeding  (a)  the  actual  cash 
value  of  such  property  at  the  time  paid  in,  (b)  the  par  value  of  the 
stock  or  shares  issued  therefor,  or   (c)   in  the  aggregate  25  per  centum 
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of  the  par  value  of  the  total  stock  or  shares  of  the  corporation  out- 
standing at  the  beginning  of  the  taxable  year,  whichever  is  lowest :  Pro- 
vided, That  in  no  case  shall  the  total  amount  included  under  paragraphs 
(4)  and  (5)  exceed  in  the  aggregate  25  per  centum  of  the  par  val'ie  of 
the  total  stock  or  shares  of  the  corporation  outstanding  at  the  beginning 
of  the  taxable  year;  but 

(b)  As  used  in  this  title  the  term  "invested  capital"  does  not  include 
borrowed  capital. 

(c)  There  shall  be  deducted  from  invested  capital  as  above  defined 
a  percentage  thereof  equal  to  the  percentage  which  the  amount  of  in- 
admissible assets  is  of  the  amount  of  admissible  and  inadmissible  assets 
held  during  the  taxable  year. 

(d)  The  invested  capital  for  any  period  shall  be  the  average  invested 
tapital  for  such  period,  but  in  the  case  of  a  corporation  making  a  return 
for  a  fractional  part  of  a  year,  it  shall  (except  for  the  purpose  of 
paragraph  (2)  of  subdivision  (a)  of  section  311)  be  the  same  fractional 
part  of  such  average  invested  capital. 

The  average  invested  capital  for  the  prewar  period  shall  be  deter- 
mined by  dividing  the  number  of  years  within  that  period  during  the 
whole  of  which  the  corporation  was  in  existence  into  the  sum  of  the 
average   invested   capital    for  such  years. 

Sec.  327.  That  in  the  following  cases  the  tax  shall  be  determined  as 
provided  in  section  328: 

(a)  Where  the  Commissioner  is  unable  to  determine  the  invested 
capital  as  provided  in  section  326; 

(b)  In  the  case  of  a  foreign  corporation; 

(c)  Where  a  mixed  aggregate  of  tangible  property  and  intangible 
property  has  been  paid  in  for  stock  or  for  stock  and  bonds  and  the 
Commissioner  is  unable  satisfactorily  to  determine  the  respective  values 
of  the  several  classes  of  property  at  the  time  of  payment,  or  to  distin- 
guish the  classes  of  property  paid  in  for  stock  and  for  bonds,  respectively; 

(d)  Where  upon  application  by  the  corporation  the  Commissioner 
finds  and  so  declares  of  record  that  the  tax  if  determined  without  benefit 
of  this  section  would,  owing  to  abnormal  conditions  affecting  the  capital 
or  income  of  the  corporation,  work  upon  the  corporation  an  exceptional 
hardship  evidenced  by  gross  disproportion  between  the  tax  computed 
without  benefit  of  this  section  and  the  tax  computed  by  reference  to 
the  representative  corporations  specified  in  section  328.  This  subdivision 
shall  not  apply  to  any  case  (i)  in  which  the  tax  (computed  without 
benefit  of  this  section)  is  high  merely  because  the  corporation  earned 
within  the  taxable  year  a  high  rate  of  profit  upon  a  normal  invested 
capital,  nor  (2)  in  which  50  per  centum  or  more  of  the  gross  income  of 
the  corporation  for  the  taxable  year  (computed  under  section  233  of 
Title  II)  consist  of  gains,  profits,  commissions,  or  other  income,  derived 

on  a  cost-plus  basis  from  a  Government  contract  or  contracts  made  be- 
tween April  6,  1917,  and  November  11,  1918,  both  dates  inclusive. 
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Sec.  328.  (a)  In  the  cases  specified  in  section  327  the  tax  shall  be 
the  amount  which  bears  the  same  ratio  to  the  net  income  of  the  taxpayer 
(in  excess  of  the  specific  exemption  of  $3,000)  for  the  taxable  year,  as 
the  average  tax  of  representative  corporations  engaged  in  a  like  or 
similar  trade  or  business,  bears  to  their  average  net  income  (in  excess 
of  the  specific  exemption  of  $3,000)  for  such  year.  In  the  case  of  a 
foreign  corporation  the  tax  shall  be  computed  without  deducting  the 
specific  exemption  of  $3,000  either  for  the  taxpayer  or  the  representative 
corporations. 

In  computing  the  tax  under  this  section  the  Commissioner  shall 
compare  the  taxpayer  only  with  representative  corporations  whose  in- 
vested capital  can  be  satisfactorily  determined  under  section  326  and 
which  are,  as  nearly  as  may  be,  similarly  circumstanced  with  respect  to 
gross  income,  net  income,  profits  per  unit  of  business  transacted  and 
capital  employed,  the  amount  and  rate  of  war  profits  or  excess  profits, 
and  all  other  relevant  facts  and  circumstances. 

(b)  For  the  purposes  of  subdivision  (a)  the  ratios  between  the 
average  tax  and  the  average  net  income  of  representative  corporations 
shall  be  determined  by  the  Commissioner  in  accordance  with  regulations 
prescribed  by  him   with  the  approval  of  the   Secretary. 

In  cases  in  which  the  tax  is  to  be  computed  under  this  section,  if 
the  tax  as  computed  without  the  benefit  of  this  section  is  less  than  50 
per  centum  of  the  net  income  of  the  taxpayer,  the  installments  shall  in 
the  first  instance  be  computed  upon  the  basis  of  such  tax;  but  if  the 
tax  so  computed  is  50  per  centum  or  more  of  the  net  income,  the  in- 
stallments shall  in  the  first  instance  be  computed  upon  the  basis  of  a 
tax  equal  to  50  per  centum  of  the  net  income.  In  any  case,  the  actual 
ratio  when  ascertained  shall  be  used  in  determining  the  correct  amount 
of  the  tax.  If  the  correct  amount  of  the  tax  when  determined  exceeds 
50  per  centum  of  the  net  income,  any  excess  of  the  correct  installments 
over  the  amounts  actually  paid  shall  on  notice  and  demand  be  paid  to- 
gether with  interest  at  the  rate  of  J^  of  i  per  centum  per  month  on  such 
excess   from   the  time  the   installment   was   due. 

(c)  The  Commissioner  shall  keep  a  record  of  all  cases  in  which  the 
tax  is  determined  in  the  manner  prescribed  in  subdivision  (a),  containing 
the  name  and  address  of  each  taxpayer,  the  business  in  which  engaged, 
the  amount  of  invested  capital  and  net  income  shown  by  the  return,  and 
the  amount  of  invested  capital  as  determined  under  such  subdivision. 
The  Commissioner  shall  furnish  a  copy  of  such  record  and  other  de- 
tailed information  with  respect  to  such  cases  when  required  by  resolu- 
tion of  either  House  of  Congress,  without  regard  to  the  restrictions 
contained  in  section  257. 

Part  VI — Reorganizations 

Sec.  330.  That  in  the  case  of  the  reorganization,  consolidation,  or 
change  of  ownership  after  January  i,  191  r,  of  a  trade  or  business  now 
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carried  on  by  a  corporation,  the  corporation  shall  for  the  purposes  of 
this  title  be  deemed  to  have  been  in  existence  prior  to  that  date,  and 
the  net  income  and  invested  capital  of  such  predecessor  trade  or  busi- 
ness for  all  or  any  part  of  the  prewar  period  prior  to  the  organiza- 
tion of  the  corporation  now  carrying  on  such  trade  or  business  shall 
be  deemed  to  have  been  the  net  income  and  invested  capital  of  such 
corporation. 

If  such  predecessor  trade  or  business  was  carried  on  by  a  partner- 
ship or  individual  the  net  income  for  the  prewar  period  shall,  under 
regulations  prescribed  by  the  Commissioner  with  the  approval  of  the 
Secretary,  be  ascertained  and  returned  as  nearly  as  may  be  upon  the 
same  basis  and  in  the  same  manner  as  provided  for  corporations  in  Title 
II,  including  a  reasonable  deduction  for  salary  or  compensation  to  each 
partner  or  the  individual   for  personal  services  actually  rendered. 

In  the  case  of  the  organization  as  a  corporation  before  July  i,  1919, 
of  any  trade  or  business  in  which  capital  is  a  material  income-producing 
factor  and  which  was  previously  owned  by  a  partnership  or  individual, 
the  net  income  of  such  trade  or  business  from  January  i,  1918,  to  the 
date  of  such  reorganization  may  at  the  option  of  the  individual  or  part- 
nership be  taxed  as  the  net  income  of  a  corporation  is  taxed  under  Titles 
II  and  III ;  in  which  event  the  net  income  and  invested  capital  of  such 
trade  or  business  shall  be  computed  as  if  such  corporation  had  been  in 
existence  on  and  after  January  i,  1918,  and  the  undistributed  profits  or 
earnings  of  such  trade  or  business  shall  not  be  subject  to  the  surtax  im- 
posed in  section  211,  but  amounts  distributed  on  or  after  January  i,  1918, 
from  the  earnings  of  such  trade  or  business  shall  be  taxed  to  the  re- 
cipients as  dividends,  and  all  the  provisions  of  Titles  II  and  III  relating 
to  corporations  shall  so  far  as  practicable  apply  to  such  trade  or  business : 
Provided,  That  this  paragraph  shall  not  apply  to  any  trade  or  business  the 
net  income  of  which  for  the  taxable  year  1918  was  less  than  20  per  centum 
of  its  invested  capital  for  such  year:  Provided  further.  That  any  tax- 
payer who  takes  advantage  of  this  paragraph  shall  pay  the  tax  imposed 
by  section  1000  of  this  Act  and  by  the  first  subdivision  of  section  407 
of  the  Revenue  Act  of  1916,  as  if  such  taxpayer  had  been  a  corporation 
on  and  after  January  i,  1918,  with  a  capital  stock  having  no  par  value. 

If  any  asset  of  the  trade  or  business  in  existence  both  during  the 
taxable  year  and  any  prewar  year  is  included  in  the  invested  capital  for 
the  taxable  year  but  is  not  included  in  the  invested  capital  for  such  pre- 
war year,  or  is  valued  on  a  different  basis  in  computing  the  invested 
capital  for  the  taxable  year  and  such  prewar  year,  respectively,  then 
under  rules  and  regulations  to  be  prescribed  by  the  Commissioner  with 
the  approval  of  the  Secretary  such  readjustments  shall  be  made  as  are 
necessary  to  place  the  computation  of  the  invested  capital  for  such  pre- 
war year  on  the  basis  employed  in  determining  the  invested  capital  for 
the  taxable  year. 

Sec.  331.    In  the  case  of  the  reorganization,  consolidation,  or  change 
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of  ownership  of  a  trade  or  business,  or  change  of  ownership  of  property, 
after  March  3,  1917,  if  an  interest  or  control  in  such  trade  or  business 
or  property  of  50  per  centum  or  more  remains  in  the  same  persons,  or 
any  of  them,  then  no  asset  transferred  or  received  from  the  previous 
owner  shall,  for  the  purpose  of  determining  invested  capital,  be  allowed 
a  greater  value  than  would  have  been  allowed  under  this  title  in  com- 
puting the  invested  capital  of  such  previous  owner  if  such  asset  had  not 
been  so  transferred  or  received :  Provided,  That  if  such  previous  owner 
was  not  a  corporation,  then  the  value  of  any  asset  so  transferred  or 
received  shall  be  taken  at  its  cost  of  acquisition  (at  the  date  when  ac- 
quired by  such  previous  owner)  with  proper  allowance  for  depreciation, 
impairment,  betterment  or  development,  but  no  addition  to  the  original 
cost  shall  be  made  for  any  charge  or  expenditure  deducted  as  expense 
or  otherwise  on  or  after  March  i,  1913,  in  computing  the  net  income  of 
such  previous  owner   for  purposes  of  taxation. 

Part  VII — Miscellaneous 

Sec.  335.  (a)  That  if  a  corporation  (other  than  a  personal  service 
corporation)  makes  return  for  a  fiscal  year  beginning  in  1917  and  ending 
in  1918,  the  tax  for  the  first  taxable  year  under  this  title  shall  be  the 
sum  of:  (i)  the  same  proportion  of  a  tax  for  the  entire  period  com- 
puted under  Title  II  of  the  Revenue  Act  of  1917  which  the  portion  of 
such  period  falling  within  the  calendar  year  1917  is  of  the  entire  period, 
and  (2)  the  same  proportion  of  a  tax  for  the  entire  period  computed 
under  this  title  at  the  rates  specified  in  subdivision  (a)  of  section  301 
which  the  portion  of  such  period  falHng  within  the  calendar  year  1918 
is  of  the  entire  period.  Any  amount  heretofore  or  hereafter  paid  on 
account  of  the  tax  imposed  for  such  fiscal  year  by  Title  II  of  the  Revenue 
Act  of  1917  shall  be  credited  toward  the  payment  of  the  tax  imposed  for 
such  fiscal  year  by  this  title,  and  if  the  amount  so  paid  exceeds  the  amount 
of  the  tax  imposed  by  this  title,  the  excess  shall  be  credited  or  refunded 
to  the  corporation  in  accordance  with  the  provisions  of  section  252. 

(b)  If  a  corporation  makes  return  for  a  fiscal  year  beginning  in  1918 
and  ending  in  1919,  the  tax  for  such  fiscal  year  under  this  title  shall  be 
the  sum  of:  (l)  the  same  proportion  of  a  tax  for  the  entire  period  com- 
puted under  subdivision  (a)  of  section  301  which  the  portion  of  such 
period  falling  within  the  calendar  year  1918  is  of  the  entire  period,  and 
(2)  the  same  proportion  of  a  tax  for  the  entire  period  computed  under 
subdivision  (b)  or  (c)  of  section  301  which  the  portion  of  such  period 
falling  within  the  calendar  year  1919  is  of  the  entire  period. 

(c)  If  a  partnership  or  a  personal  service  corporation  makes  re- 
Tum  for  a  fiscal  year  beginning  in  1917  and  ending  in  1918,  it  shall  pay 
the  same  proportion  of  a  tax  for  the  entire  period  computed  under  Title 
II  of  the  Revenue  Act  of  1917  which  the  portion  of  such  period  falling 
within  the  calendar  year   1917  is  of  the  entire  period. 
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Any  tax  paid  by  a  partnership  or  personal  service  corporation  for 
any  period  beginning  on  or  after  January  i,  1918,  shall  be  immediately 
refunded  to  the  partnership  or  corporation  as  a  tax  erroneously  or  ille- 
gally collected. 

Sec.  336.  That  every  corporation,  not  exempt  under  section  304, 
shall  make  a  return  for  the  purposes  of  this  title.  Such  returns  shall 
be  made,  and  the  taxes  imposed  by  this  title  shall  be  paid,  at  the  same 
times  and  places,  in  the  same  manner,  and  subject  to  the  same  condi- 
tions, as  is  provided  in  the  case  of  returns  and  payment  of  income  tax 
by  corporations  for  the  purposes  of  Title  II,  and  all  the  provisions  of 
that  title  not  inapplicable,  including  penalties,  are  hereby  made  applicable 
to  the  taxes  imposed  by  this  title. 

Sec.  337.  That  in  the  case  of  a  bona  fide  sale  of  mines,  oil  or  gas 
wells,  or  any  interest  therein,  where  the  principal  value  of  the  property 
has  been  demonstrated  by  prospecting  or  exploration  and  discovery  work 
done  by  the  taxpayer,  the  portion  of  the  tax  imposed  by  this  title  attribu- 
table to  such  sale  shall  not  exceed  20  per  centum  of  the  selling  price  of 
such   property  or  interest. 


SECTION  INDEX  TO  EXCESS 
PROFITS  TAX  LAW 


(Where  a  section  is  referred  to  several  times  the  prin- 
cipal references  appear  in  heavy  faced  type.) 

Section  of  Law.  Page  Reference 

1   10,  272 

231   14,    15,  et  seq. 

240  (a,   b) 28,  et  seq. 

(c)    223 

300  22 

301  (a) 38 

(b) 34 

(c) 35,  272 

(d) 96 

(e) 11 

302  35,  52,  275 

303   65,  66 

304  (a) 15 

(b) 14,     18 

(c) 14,     19 

305   26,  96,  et  seq. 

310  98,  212,  et  seq.,  251 

311  (a-e) 44,  98,  et  seq.,  277 

312   66,     96 

320  (a) 246,  et  seq. 

(b) 252 

325  (a) 6,  108,  120,  134,  153,  et  seq. 

(b) 181 

326  (a)   (1,  2) 125 

(3) ■...125,  184,  198 

(4,  5) 134 

326  (b) 110 

(c) 108,  157,  et  seq. 

(d) 202,  214 

327  (a) 199,   223,  232 

(b) 241 

(c) 240 

(d) 233,  241,  277 

328  (a) 237,  et  seq. 

(b) 227,  et  seq. 

(c) 242 

330 214,  265,  et  seq. 

331  267,  et  seq. 

335  (a) 24 

(b) 24,  80,  275 

(c) 32 

336  9,  22,  et  seq. 

ZZ7 75 

333 


INDEX 


Abatement,    Claim    For, 
Form    (47).    290-291 
Relief   claim    pending,    230 
Accounts    Receivable,   Tangible    Assets, 

136 
Adjustments   (.See  "Revaluations") 
Administration,  9-12 
Admissible   Assets,  • 

Actual    value,     131 
Appreciation,    not,    121 
Borrowings  of  corporations,  formerly,  s 
Cash,    bought    with,     120 
Depreciation,    treatment    of,    127-132 
Paid-in  surplus,   125 

Reappraisals   excluding   appreciation,    122 
Stock, 

Bought    with,    120 
Of    foreign    corporation,    156 
Tax-exempt   securities,    formerly,    5 
When    diminished    values    need    not    be 
deducted,    133 
Advertising;  Costs  of,  Whether  Invested 

Capital,   147 
Advisory    Tax    Board,    8 
Affiliated    Corporations    (Se«    "Corpora- 
tions, affiliated") 
Agents,    Nominal    Capital   Tax    of    i9I7> 

280 
Alien,    Non-Resident    Individuals, 

Return    required,    formerly,    32 
Alternative    Tests    of    Excessiveness    of 

Profits,  6,   7 
Amortization, 
Deductible,  247 
1917   law,   not  deductible,   255 
Reserve,   under  munitions   tax,    196 
Application    of    Tax, 

Corporations    only    subject    to,    1 
1919    law,    9-12 
Appreciation, 

After    March    3,    1917,    when    to    be    in- 
cluded   in    capital,    267 
As  part  of  invested  capital,   160 
In    determining    invested    capital,    a    dif- 
ficult  question,    106 
Sale    of   invested   capital,    121 
Assessments, 

Are    capital,    187 

Manner   of,   same   as    for   income   tax,   9 
Returned,  may  be  considered  loans,    187 
Assets, 

Accounts    receivable,    136 

Actual    value,    131 

Adjustment    of    values    of,    117-152 


Assets — (Continued) 
Admissible, 

Actual    value,    131 

Appreciation,    is   not,    121 

Borrowings  of  corporations,  formerly,  s 

Cash,   bought   with,    120 

Depreciation,    treatment   of,    127,    132 

Paid-in    surplus,    1 25 

Reappraisals     excluding     appreciation, 

122 
Stock,  bought   with,   120 
Stocks  of  foreign  corporations  as,   156 
Surplus,    202 

Tax-exempt    securities,     formerly,     5 
When  diminished   values   need  not  be 
deducted,    133 
Advertising,    147 
Affiliated    corporations,    221 
Appreciation,    i6o 
As  part  of  invested  capital,   107 
Bonds,   discount   on,    144 
Book  value  increased,   128 
Buildings,    140 
Carrier  routes,    146 

Charged   off,    included   in   invested    capi- 
tal,   213 
Computing  deductions,    157-161 
Contracts,    146 
Depletion,    131 
Depreciation,     127 
Discount,    144,    14s 
Fixtures,    141 
Furniture,    141 
Goodwill,    147 

Reduced   before   computing   deductions 
for   inadmissible    assets,    157 
Inadmissible,    153-179 

Accounting    procedure,    170-178 
Affiliated    corporations,    223 
Borrowed    capital    used    to    purchase, 

166 
Changes   in,    158 
Deductions,    162-169 
Defined,    153 

Earnings   current,   bought  with,    160 
Income    from,     161 
Percentage      to      be      deducted,      how 

determined,    161 
State   and    municipal    bonds,    156 
Stocks    of    foreign    corporations,    156 
Insurance    policies,    143 
Intangible,    134-152 

Acquired    before    or    after    March    3, 

1917,    222 
A.ffiliated    corporations,    221 
Amounts  restored  invested  capital,   130 
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Assets — (.Continutd) 
Intangible — {Continued) 

Computed   at   cash   value,    157 

Defined,    134 

Limitation    on,     134,     157 

Treasury    stock    not    deductible,    135 

Valuation,   134-136 
Land,    142 
Leaseholds,    143 
Liberty   bonds,    155 
Machinery,    140 
Mines,    142 

Newspaper    franchises,     146 
Notes,    are   tangible,    136 
Oil    wells,    142 
Paid    for    at    higher    value    than    former 

owners    carried    on    books,    265 
Patents,    149 
Patterns,     143 

Pre-war,    adjustment    of,    215 
Rwonciliation    of    book    capital    with    in- 
vested   capital,    118 
Reduced  to   actual   values,    126 
Stock,    I  s  I 

Discour^t    on,    145 

Foreign    corporations,    136 
Subscription    lists,    146 
Tangible,    120-133 

Accounts    receivable,     136 

As  paid-in   surplus,    121,    129 
*     Defined,    120 

Notes  as,   136 

Reduced    before    computing    deduction, 
157 

Stock,    14s,    151.    156 
Tax-exempt    securities,    6 
Unsegregated,  valuation  of,   139,  239 
Value   of,   m  taxable   and   pre-war   years, 

Basis    to    be    same,    265 
Water   rights,    142 
Associations,  Taxed,  as  Corporations,   10 
Average, 

Net  income,   252-254 

B 

Balance    Sheets, 

Comparative,       for      part-personal-service 

corporation,    68 
Consolidated,    218 
Illustration,   219 
Required    to    determine    invested    capital, 
25 
Banks,  Reserves  for  Discounts,  Whether 

Surplus,    195 
Barbers,.  Nominai,   Capital   Tax   of    1917, 

281 
Boards  of  Trade,  Exempt,   16 
Bonds  (See  "Securities") 
Bonus  Paid  for  Oil  Wells,  143 
Bonus    Stock,    how    included    as    invested 

capital,    183 
Book   Losses,    Treatment   of,    195 
Book   Value, 

Assets,    when   increased,    128 
Superior    to   market   as    index,    123 


Brokers,  Nominal  Capital  Tax   of    19 17, 

280 
Building        and        Loan        Associations, 

Exempt,    16 
PuiLDiNGS,   as   invested   capital,    140 
Business, 

Ceasing   to   do,   in    1917, 

Law    of     March    3,     19 17,     not    appli- 
cable, 3 
Defined,   formerly,    12,    13 
Investment,      distinguished      from,      for- 
merly,  21 
Business    Leagues,    Exempt,    16 


California      Special     Partnerships     are 

Partnerships,    10,    18 
Capital     Assets,      Surplus     from     Sale, 

•    202 
Capital,  Invested  (See  "Invested  capital") 
Capital  Stock  Tax,  Bearing  on  Invested 

Capital,    113 
Carrier    Routes,    146 

Cash    Surrender    Value    of    Life    Insur- 
AKCE    on    Officers,    Pre-war    Period, 
215 
Cemetery   Companies,    Exempt,    16 
Chambers    of    Commerce,    Exempt,    16 
Changes     in     Invested     Capital     During 
Taxable    Year,     198-21  i 
Admissible   or   inadmissible   assets   chang- 
ing, average  to  be  taken,  158-161 
Averaging,    202,    203 
Causes    of,    198 
Computation    of. 
Average,    203,    205 
Part    of    year,    203,    206 
Decrease,    207-211 
Dividends,    207-210 
Dividends    in    first    60    days,    200 
Dividends   in   first   60    days,   when   not 

equitably    a    reduction,    208 
Ir.come    available    for    dividends,    209- 

211 
Stock  dividend,  208 
Taxes,  210,  211 
Earnings    during    taxable    year. 

Do     not    affect    capital    till    following 

year,    198 
Stocks    bought    with,    199 
Illustrations,  205 

Part    of   year,    206 
Increase  during  year,   199-206 

Dividends,      assumed      to      accumulate 

ratably,    200 
Dividends    paid    back    by    stockholders 

in    same  year,   201 
Sources  of,    200 
Stock   dividends  are   not,   200 
Surplus,    202 
Losses,    do    not    affect    capital    till    fol- 
lowing  year,    198 
New  capital  (See  subheading  "Increase," 

above) 
Pre-war    period,    averaged,    214 
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Changes     in     Invested     Capital    During 
Taxable  Year — (Continued) 
Profits     and    losses,     current,     as    causes 

of,    198 
Stocks,      purchase      of,       with      current 

earnings,     199 
Surplus,    202 
Charitable   Corporations,   Exempt,    16 
Circulation  Lists,  Valuation  of.   Relief 

sections   as    to,    236 
Civic    Leagues,    Exempt,    16 
Claims, 
Abatement, 

Form    (47),    290-291 
Relief    claim    pending,    230 
Paid-in  surplus,  evidence  needed  to  sub- 
stantiate,   126 
Relief   (See   "Relief") 
Clubs,    Exempt,    16 

Commandeered  Property,  compensation 
for,  whether  income  from  government 
contract,    276  * 

Commissioner      ok      Internal      Revenue, 

relief,   must   act   on   claim    for,    227 
Committee      or      Review      and      Appeal, 

relief   claim,   must  act   on,   227 
Computation  of  Tax,  34-94 

Corporation,    part    of    income    from    gold 

mining,     19,    20 
Excess  profits  credit  not  exhausted  under 

first    bracket,    37 
Fiscal    year. 

Change   to    calendar    year    from,    59-61 
Fiscal    year   ending    19 18, 

Income,   war  profits  and  excess  profits 

taxes,    83-88 
War    and    excess    profits    taxes,    89-91 
Fiscal    year    ending    1919,    79-8i 
Gas  well,  sale  of,  75-78 
Gold  mining  corporation,  19,  20 
Covernment   contract. 
Calendar    year    19:9,    45 
Fiscal    year    ending    in    1919,    47-51 
Invested  capital. 
Average,    203,    205 
Fiscal    year    ending    1918,    83-85 
Of    corporation    part    personal    service, 

68 
Part    of   year,    203,   206 
Less   than    twelve    months, 
Fiscal   year   changed,    59-61 
Limitation    on   tax,    availed    of,    59-61 
Limitation   pro    rated,    55 
Limit    on   tax   to   be    paid,    52-58 
Mine,    sale    of,    75-78 
Net    loss   for   fiscal    ye^r,    recomputation, 

62-64 
iyi7    law,    82 

1918,  38-43 

1919.  35-37 

Fiscal   year   ending   in,    79-81 
Oil    well,    sale   of,    calendar   year    19 19. 

Correct    method,    78 

Incorrect  method,    76 
Personal  service  corporation,   part,   68-74 


Computation  of  Tax — (.Continued) 

Personal     service,      30%      income     from, 

65-67 
Pro  forma,  34-37 
Rates,    lower    in    certain    cases,    52-58 

Short    form    for    determining,    52 
Relief,    how    granted,    237 
War   profits    tax. 

Applies   to    19 1 9    only   for   government 
contract    corporations,    34 

Fiscal  year  ending  1918,  83,  89 
Consolidations    (See    "Corporations,    affili- 
ated"  and    "Reorganizations") 
Contingency    Reserves,    as    Surplus,    188 
Contractor, 

Government,    272-278 

Receiving    lump    sum    plus    additional 
payments    for    increased   cost,    278 
Contracts,   as    Invested    Capital,    146 
Co-operative  Banks,   Exempt,    16 
Corporations, 
Advantage    over    partnership,    14,    15 
Affiliated,    217-224 

Assets,   inadmissible,   223 

Assets,    valuation    of,     221 

Balance   sheets,   consolidated,    218,   219 

Computation,    illustration,    220 

Consolidated    returns    required,    27-31, 
217 

Credit   for  taxes,   223 

Defined,   29 

Domestic    controlling    foreign,    223 

Fiscal     year     different     from    that     of 
parent,    30 

Gift   by,    186,    1 87 

Information   return    (Form    1122),   320 

Intangible    property,    221 

Intercompany    items,    218 

Net    income,    pre-war    period,    254 

Pre-war  period,   224 

Stock  of,   for  cash  or  stock,   222 

Taxes,     credit     for,     223 
Application    limited    to,    i 
Associations  are,    10 
Borrowings        of,        admissible        assets, 

formerly,    5 
Bought  by  another,  undivided  profits  of, 

267 
Changing  to   calendar   year,   computation 

of   tax,    59-61 
Charitable,    are    exempt,    16 
Classes,     earnings     of,     for    war    profits 

credit,    loi,    102 
Earnings  of,   by  classes,   for   war  profits 

credit,    loi,    102 
Exemptions,     14 

Specific,    18 
Fiscal   year. 

Credits    formerly    wrongly   denied,    92 

Government    contract,    275 
Gold    mining, 

Exempt,    14 

Income,    net,    segregating,    19,    20 
Government    contract,    272-278 

Computation   of  tax,   45,   47,  51,  275 
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Corporations —  ( Continued) 
Government  contracts — {Continued) 
Consolidated   return    not   permitted,    31 
"Cost-plus   basis"    how   construed,    27S 
Defined,   272 
Fiscal    year,    275 
Income,    allocation   of,   44,   273 
Income    tax    same    as    for    other    cor- 
porations,   272 
Invested    capital,    relief    denied,    277 
Limitation  of  tax  applies,  53 
Personal    service,    10 
Pre-war    earnings    test,    when    applied 

in    1919,    6,    7 
Rates   of    i9«8    apply,    35 
Relief    not    allowed    on    cost-plus    eon- 
tracts,  241 
Return    (Form  1120S),  319 
War    profits    credit,    98,    277 
War     profits     tax,     1919,     applies,      i, 
35,  95 
Holding    property    for,    exempt    corpora- 
tions,   exempt,    16 
Income  less  than  $3,000,   18 
Individual,     succeeded    by,    accounts    to 

be    restated,    266 
Insurance   companies,    10 
Joint  adventures  are  not,   10 
Joint-stock    companies    are,     10 
Liable  to  tax,  types,   10 
Net    income    less    than    $3,000,    exempt, 

14,  18 
Net    loss    for    fiscal    year,    recomputation 

of    tax,    62-64 
Nominal    capital    (See    "Nominal    capital 
tax  of  1917"  and,  for  1918,  see  sub- 
heading "Personal  service,"  below) 
Not  organized  for  profit,  exempt,  14-16 
Owned    by    another,    war    profits    credit, 

98 
Partnerships, 

Limited,    which   are,    10 
Succeeded     by,     accounts     to    be     re- 
stated,  266 
Personal    service. 

Basis    of   computation    of    tax,    65-67 

Exempt,    14,    16,    17 

Former  procedure,  32,  33 

Government   contract,    id 

I'.irt,    computation    of    capital,    income 

and    profits    taxes,    68-74 
Part,  exemption,  17,  65-67 
Paying    1918   taxes,   33 
Personal      activities,      exemption      de- 
pends on,   17 
Refunds,    33 
Returns,  former,  32,  33 
Return,   when   not  required,    18 
Taking   benefit    of   limitation    of   tax,    in 

period   less  than    full   year,    57 
Types    liable,     10 
Cost    Basis,    :o6 

"Cost-plus,"     Strict     Construction     of 
27S 


Credits,   95-103 
Excess  profits,  95 

Exemption,   specific,   96 

Full   amount  allowed,  96 

Not     exhausted     under     first     bracket, 
computation,    37 
Exemption,    specific,   96,    102,    103 
Fiscal       year       corporations,       formerly 

erroneously   denied,   92 
Former  procedure,   103,  104,  251 
Full  amount  deductible,  36 
Law,   text,    323-325 
1917  law,  103,104,  251 
Overpayment,    claim    for.    Form     (47  A), 

292-293 
Pre-war   capital,   average  of  three  years 

is  basis,  214 
Pre-war      income      lacking     or      meager, 

former   procedure,    103,    104 
Taxes, 

Affiliated   corporation,    223 

Foreign  corporation   owned  by   domes- 
tic, 30 
War    profits,    96-103 

Corporation    not    existing    during    pre- 
war  period,   99-102 

Corporation    owned    by    another,    98 

Exemption,    specific,    96,    102,    103 

Government    contract,    98,    277 

Pre-war    income    in    relation    to    pre- 
war, 98 

Summary,  96,  97 
When  return  is  for  less  than  12  months, 

25-27 

D 

Date,    Effective,    of    Law,    106 
Debts, 

Of   corporations,    formerly   capital,    5 

Reserves    for    bad,    are    surplus,    188 

Stock    taken    in    payment,    184 
Decrease    of    Capital    (See    "Changes    in 

invested  capital  during  taxable  year") 
Deductions      (See     also      "Credits"     and 
"Exemptions") 

Borrowed  capital,    169 

Credits   allowed    in    full,    6 

Diminished    value,    when    not   to   be    de- 
ducted,   133 

Excess  profits  credits,  95,  96 

Inadmissible    assets,    162-169 
Calculations,    157-161 

Nominal    capital    tax    of    1917,    284 

Pre-war      income      lacking      or      meager, 
former   procedure,    103 

Realized    appreciation    need    not    be    de- 
ducted,   159 

Treasury  stock  not,    13s 

War  profits  credits,  96-103 
Deficit  Accounts,  Whether  Capital,  195 
Depletion, 

Deductible,    247 

Invested  capital  assets,  131 

Leaseholds,    19 17    law,    255 

1909   law,   not   deductible,   247,   248 

Reserves  for,  whether  surplus,   189 
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Depreciation,    127-125 
Deductible,    24-' 
Excessive,     effect     on     invested     capital, 

127-9 
No   provision  for,   131 
Reserves  for,   whether  surplus,    189 
Values    of,    in    adjustment    of    invested 
capital,    132 
Discounts, 
Bonds,    144 

Reserves  for,   whether   surplus,   195 
Stock,    14s 
Distributions,     made     on     or    after    Jan. 
I,    19 18,    subject    to    surtax,    if    incor- 
poration   privilege    exercised,    269 
Dividends, 
After  first  60  days,  but  not  out  of  cur- 
rent   earnings,    207 
Assumed     to     accumulate     ratably     over 
taxable  year,   201 
When    not,    210 
Decrease   capital,  former   procedure,   207 
Income    available    for,    how    determined, 

209-211 
Invested    capital,    decreased    by,    if    paid 

in  first  60  days  of  taxable  year,  200 
Ro:eived, 

1917    law,    255 
191 8,    exempt,    247 
Reserves  for,   as  capital,   216 
Stockholders, 

Payments    to,    in    anticipation    of,    207 
Returned   by,   in   same   year,    201 
Subject  to  income  tax,  formerly,  247 
Taxable   at   rates   of  prior   years,   under 
1917    law,    207 

E 

Earnings, 
Dividends   paid   before,    207 
During    taxable    year. 

Do    not    affect    capital    till    following 

year,    ig8 
Stocks   bought    with,    199 
Pre-war    period,    classes    of    corporation;?, 

loi,    102 
Undistributed     "nominal     capital"     busi- 
ness   having,    283 
Educational   Corporations,  Exempt,   16 
Effective    Date   of    Law,    6 
England    (See    "Great    Britain") 
Excess    Profits    Credit,    <,.s 

Not  exhausted  under  first  bracket,  36,  37 
Specific    exemption,    96 
Excess    Profits   Tax, 
Basis   of,    105 

Constitutional    provisions,    105 
Date  law  effective,  January   i,    19 17,    106 
Distinguished    from    income    tax,    105 
Pro   forma   calculation,   34-37 
Excise  Tax  Law  of  1909,  253 
Exemptions,    14-21 
Corporations,    14-16 

Personal    service,    16,    17 
Former  procedure,   21,    103,    104 


Exemptions — (.Continued) 

Gold  mining   income,    19,   20 

Individuals,    14 

Investment,     profits    from,     former    pro- 
cedure,   2 1 

Liberty    bond,    retroactive,    27 

Partnerships,    14 
Limited,    18 

Pre-war      income      lacking      or      meager, 
former  procedure,   103,   104 

Specific,    18 

Consolidated  return,  30 

Foreign   corporation  under   war  profits 

tax,    103 
Less   than   twelve   months,   96,    102 
1917    law,    4 

Trusts,    18 

Under    consolidated    return,    30 
Expenses,   Charges  Deducted  as,  by  For- 
mer  Owner,    Not   Cost,   267 

F 

Farmers'    Insurance   Companies,    Exempt, 

16 
Farmers'    Marketing    Associations, 

Exempt,   16 
Federal   Land   Banks,   Exempt,    16 
Federal    Reserve    Bank    Stock,    Inadmis- 
sible Asset,    179 
Fiscal   Year, 

Affiliatexi      corporation,      different      from 

that   of   parent,   30 
Change     to     calendar    year     from,     com- 
putation   of   tax    for    less    than    twelve 
months,     59-61 
Credits,  formerly  erroneously   denied,  92 
Government  contract  corporation,  27s 
1917-1918, 
Income,   war  profits  and  excess  profits 

taxes,     computation,     83-88 
Invested    capital,    computation,    83-85 
Liberty  bond  exemption  retroactive,  27 
Rates,   82 

Returns    for,    former    procedure,    24 
War    and    excess    profits    taxes,    com- 
putation,  89 
1918-1919 
Computation  of  tax,    79-81 
Form/ (1120A),    311-318 
Liberty    bond    exemption,     retroactive, 

27 
Prorating,  24,   25 
Rates,    former,    82 
Relief,    234 

Returns,   less   than   twelve  months,    25-27 
Tax    reserves    adjusted,    193 
Fixtures,   Invested  Capital,    141 
Foreign    Corporations, 
Exemption,    10 
How  taxable,    10 
Invested   capital,    114 

Temporary    determination,    229 
Nominal    capital    tax    of    1917,    rate,    280 
Owned    by    domestic,    credit    for    taxes, 
30 
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Foreign   Corporations — (.Continued) 
Relief,    241 

Returns,    consolidated,    not  permitted,    30 
Stocks  as  assets,    156 
Former    Procedure, 
Alien,     non-resident     individual,     return 

required,    formerly,    3^ 
Business, 

Ceasing  to  do,   in   1917,   law  of  March 
3,    1917,    not    applicable,    3 

Defined,    12,    13 

Investment,   distinguished   from,   21 
Computation    of    tax,    82 
Corporations, 

Borrowings    of,    admitted    assets,     s 

Personal   service,   32,   33 
Credits,    103,    104 
Deductions,  103 

Dividends,    decrease    in    capital    by,    207 
Exemptions,     103,     104 

Investment,    profits    from,    21 
Fiscal    year. 

Credit    erroneously    denied,    92 

1918-1919,    prorating,    24,    25 

Rates,    82 
Importance    of,    2 
Income,   net 

Dividends   subject   to    income   tax,    247 

Pre-war  basis,  252 
Individuals, 

Invested  capital,   114 

Returns,    31,    32 
Invested    capital. 

Individuals,   114 

Nominal     (See    "Nominal    capital    tax, 
1917    law") 

Partnerships,   114-116 

Pre-war    period,     when    not     rexjuired, 
32,    33 
Investment,    profits    from,    21 
Law  of  March  3,  19 17,  never  in  force,  3 
Married    woman,    32 
1909      law,      depletion,      not      deductible, 

247,    248 
1917   law. 

Amortization,    255 

Applied   to   concerns  that   went   out   of 
business   before    its   effective    date,    3 

Applied     to     individuals,     partnerships, 
corporations,     i 

Basis    of,    4 

Corporations,    borrowings    of,    admitted 
as    assets,    5 

Credit    erroneously    denied    to    certain 
fiscal    year    corporations,   92 

Depletion    of    leaseholds,    255 

Dividends    received,   255 

Dividends    taxable    at    rates    of    prior 
years,   207 

Exemptions,    specific,    4 

Income,    net,    credits.    251 

Individuals,    255-259 

Information     return,      when     not     re- 
quired,   263 

Interest  paid,   254 


Former  Procedure — (Continued) 
1917  law — (Continued) 

Inventory    shrinkage,    255 

Nominal     capital,     279-284     (See     also 
"Nominal   capital    tax,    19 17    law") 

Obsolescence,     255 

Overvaluation,  premium  placed  on,  22$ 

Partnerships,    259-263 

Professional    men,    how    taxed,    4 

Proprietor's    salary    deductible,    5 

Rates,    4 

Small  concerns,   special  rulings  for,  93 

Taxes    assessed    against    local    benefits, 
255 

Tax-exempt      securities      admitted      as 
assets,    5 
Patents,     tangible     property     under     19 17 

law,    236 
Partnerships, 

Business    defined,    13 

Fiscal    year    rates,   82 

Invested  capital,  114-116 

Returns,    32,    33 
Pre-war  income,  meager,   deductions   for, 

103 
Professional    men,    rate    at ;  which    taxed, 

4,      12 

Profits,    investment    or    business;    21  ■    ■ 
Rates,    82 

Nominal   capital,   82 
Refund, 

Partnership,    paying     19 18    tax,    33 

Personal     service     corporation     paying 
1918    tax,    33 
Relief,    242-245 

Franchises,   244 

Individuals,    244 

Invested   capital   not   determinable,   242 

Method  of  computing,  if  granted,  243 

Pre-war    period    not    covered    by,    245 

Subscription   lists,    244 
Reorganizations, 

After   January    2,    1913,    271 

After  March  3,  1917,  270 
Returns, 

Consolidated,    27,    28 

Covering   parts    of    1917    and    19x8.    24 

Fiscal    year,     1917-1918,    24 

Individuals,    31,    32 

Married   woman,    32 

Partnership,    32,    33 

Personal    service    corporations,    32,    33 
"Trade    or    business"    defined,     12,     13 
Forms, 

Abatement,    claim    for,    290-291 
Extension    of    time,    294-295 
Fiscal   year  ending    1919,   311-318 
Government   contracts  profits   tax   return, 

292-293 
Information,   affiliated    corporation,   320 
Overpayment,    claim    for  credit   for,    292- 

293 
Refund,    292-293 
Return,     income     and    profits    tax,     296- 

310 

Fiscal    year    ending    1919,    296-310 
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FoKMS — (.Continued) 

Return,     tentative,     income     and     profits 
tax,    294-295 

46,  refund,    288-289 

47,  abatement,    290-291 
47A,    overpayment,    292-293 

io3iT,    tentative    tax    return,    294-295 
1120,    tax    return,    296-310 
1 1 20 A,    fiscal    year,    31 1-3 18 
1120S,   government   contract,   319 
1 1 22,    information,    affiliated    corporation, 
320 
Franchises, 
Valuation    of. 
Relief,    236 
Relief,   formerly,    244 
Fraternal  Societies,  When   Exempt,   15 
Fruitgrowers'     Marketing     Associations, 

Exempt,   16 
Furniture^    141 


Gas    Wells,    Sales    of.    Tax    on    Profits 

From,    How    Reduced,    75-78 
Germany,    Adoption    by,    3 
Gifts, 

Nominal     value    may    be    written    up    to 

actual,    186,    187 
Whether    closed    transactions,    186,    187 
Gold    Mining,    Corporation    Engaged    in. 
Exempt,   14,    19 
Segregating  net   income,    19,   20 
Goodwill, 

Adjustment    of,    as    tangible    assets,    157 
As    invested    capital,    147 

Pre-war    period,    216 
Bought    for    stock,    265 
Capitalized    by    competitor,    relief,    236 
Is    property,    107 
Law    should    provide    for,    8 
Valuation   of,    relief,    235 
Government  Contract   Corporations,  272- 
278 
Computation   of   tax,    275 
Calendar   year    1919,    45 
Fiscal    year    ending    1919,    47-51 
Consolidated    return    not    allowed,    31 
"Cost-plus     basis"     to     be     strictly     con- 
strued,  278 
Defined,   272 
Fiscal   year,    275 
Income,    allocatiort   of,   44,   273 
Income    tax    under,    same    as    for    other 

corporations,    272 
Limitation    of   tax    applies,    53 
Invested    capital    relief    denied,    277 
Personal    service    corporations,     10 
Pre-war    earnings,    test    of,    applies    more 

than    one    year,    when,    6,    7 
Rates    of    1918,    apply,    35 
Relief    not    allowed,     on    cost-plus    con- 
tracts,   241 
Return,    Form    (1120S),    319 
War  profits  credit,  98,  277 


Government      Contract      COkporations — 

(Continued) 
War    profits    tax,    applies    after    January 
1,    1919,    if    unfinished,    i,    34,    95 
Great   Britain,   2 

Board   of   Referees,   8 

Inventories    for    excess    profits    tax,    138 

1 9 18    law    adopts    in    part,    6 

H 

Horticultural  Organizations  Exempt,   15 


Illinois   Limited   Partnerships,  Are  Part- 
nerships,   10,    18 
Inadmissible  Assets,   153-179 

Accounting    procedure,    170-178 

Affiliated   corporations,    223 
Borrowed   capital   used   to   buy,    166 

Changes  in,    158 

Deductions,    calculations,    1 57-161 
Illustrations,    170-178 

Defined,    153,    iS4 

Earnings,   current,   used  "to  buy,    160 

Federal   Reserve   Bank  stock,    179 

Income   from,    161 

Percentage  to  be  deducted,   161 

Reasons   for   deducting,    163 

State  and  municipal  bonds,   156 

Stocks  of  foreign  corporations  as,   156 

War  Finance  Corporation  bonds,   179 

When    not    deemed    inadmissible,    161-178 
Illustrations,    170-178 
Income, 

Inadmissible  assets,   from,    161 

Net   (See  "Net  income") 

Personal    service,    from. 

Basis  of  computation  of  tax,  65-67 
Income  Tax, 

Distinguished   from   profits  tax,    i,    105 

Net  income  under,  war  and  excess  profits 
tax  not   included  in,   227 

Part-personal-service    corporation,    compu- 
tation,  68-74 

Return    as    basis    of    excess    profits    tax, 
246,    253 
Incorporation, 

Desirability   of,   8,    14 

Of  individual   or  partnership  before  July 
1,    1919!   269 
Increase  of  Capital    (See  "Changes  in  in- 
vested capital  during  taxable  year") 
Indebtedness, 

Of   corporations,    formerly   invested   capi- 
tal,   5 

Reserves  for  bad  debts,   188 

Stocks   exchanged   for,    184 
Individuals, 

Business  of,  defined,   12,   13 

Corporation   succeeding,   266 

Exemption,  under  1918  law,  14 

Incorporating  before  July   i,    1919,   269 

Invested   capital,    1 14-1 16 

Married   woman,  separate   return,   32 

1917  law,  255-259 


342 


INDEX 


Individuals — (Continued) 
No  longer  subject  to,   i 
Nominal   capital   tax   of    19 17,   280,   281 
Profits  included   in  increases  of  invested 

capital,    114 
Relief  sections,   244 
Returns,  31,  32 
Information, 

Affiliated   corporation.    Form    (1122),    320 
1917   law,   when   not  required,   263 
Insurance, 
Companies, 
Liability,    10 

Mutual,    local,   exempt,    16 
Reserves   not    surplus,    194 
Life,  cash  surrender  value  of,  in  pre-war 

period,  143,  215 
Policies  as  capital,  143,  215 
Intangible  Property,  133-136 

Acquired   before   or   after    Mar.    3,    19 17, 

223 

Affiliated    corporation,    221 

Amounts  restored  to  invested  capital,  130 

Cash,  purchased  for,  included  in  invested 

capital,    133 
Computed  at   cash  values,    157 
Defined,   134 
Limitations  on,    134,   157 
Treasury  stock  not   deductible,   134-136 
Valuation   of,    134-136 
Intercompany    Items,    ,How    Treated    on 

Consolidated  Balance  Sheet,  218 
Interest, 

Exempt,    on    Liberty    bonds,    to    what    ex- 
tent,  246 
Paid, 

1917    law,    254 

Whether   deductible,   246 
Received,  whether  to  be  reported,  246 
U.    S.    securities,   246 

Amended  returns  for  exemptions,  27 
Inventories, 

English  practice,  138 

Fluctuations,  reserves  for,  as  surplus,  188 

Invested   capital,    136 

Shrinkage,    1917    law,    255 

Tangible   property,    137 

Valuation,   247 

Stock,    139 

Invested  Capital, 

Additional,    107 

Adjustments    (See    "Revaluations") 
Admissible    assets. 

Actual   value,    131 

Appreciation,   is  not,    121 

Borrowings  of  corporations,  formerly,  5 

Cash,   bought  with,    120 

Depreciation,  treatment  of,   127,   132 

Paid-in  surplus,    125 

Reappraisals  excluding  appreciation,  122 

Stock,  bought  with,   120 

Stock  of  foreign  corporations,    156 

Surplus,   202 

Tax-exempt  securities,  formerly,  5 

When    diminished    values   need    not   be 
deducted,   133 


Invested  Capital — (Continued) 
Affiliated  corporations,   217-224 

Assets,   inadmissible,   223 

Assets,   valuation   of,   221 

Balance   sheets,    consolidated,    218,    219 

Computation,    illustration,    220 

Consolidated    returns    required,    27-31, 
217 

Credit  for  taxes,  223 

Defined,    29 

Domestic    controlling    foreign,    223 

Fiscal  year   different  from  that  of  par- 
ent, 30 

Gift  by,  186,  187 

Information   return.   Form    (1122),   320 

Intangible  property,  221 

Intercompany    items,    218 

Net   income,  pre-war,   254 

Pre-war    period,    224 

Stock  of,  for  cash  or  stock,  222 

Taxes,    credit    for,    223 
Appreciation, 

Not  realized  without  bona  fide  sale,  121 

Realized,    not    a    deduction    from    asset 
accounts,    159 
As    of    March     i,    1913,    may    be    re-ap- 
praised,   124 
Assessments,    187 
Assets, 

Accounts  receivable  are  tangible,   136 

Actual  values,    131 

Adjustment   of   values   of,    117-152 

Admissible     (See    "Admissible    assets," 
immediately  above) 

Advertising,    147 

Appreciation  becoming  part   of   capital, 
160 

As  part  of,   107 

Book  value  may  be  increased,   128 

Buildings,   140 

Carrier    routes,    146 

Contracts,    146 

Deductions,   calculations  for,    157-161 

Depletion,    131 

Depreciation,    treatment    of,    127 

Discount  on  bonds,   144 

Discount   on   capital   stock,    145 

Fixtures,    141 

Furniture,   141 

Good  will,    147,   157 

Inadmissible,   153-179    (See  also   "Inad- 
missible Assets,"  immediately  below) 

Insurance   policies,    143 

Land,    142 

Leaseholds,     143 

Liberty  bonds  as  admissible  assets,   155 

Machinery,    140 

Mines,  142 

Newspaper   franchises,    146 

Notes    are    tangible,    136 
(       Oil  wells,   142 
{       Patents,   149 
'       Patterns,   143 

Reconcilement  of  book  capital   with  in- 
?  vested  capital,    118 
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Invested  Capital — (Continued) 
Assets — (Continued) 

Reduced  to  actual  value,    126 
Stock,    14s,    151,    156 
Subscription  lists,    146 
Tangible,  120,  136,  157 
Valuation  of  unsegregated,  139,  239 
Water   rights,    142 

Balance   sheets   required  to  determine,  25 

Basis  for   tax  on,    105,   106 

Bonus  stock,   183 

Borrowed  capital,  105-116 
Actual  deductions,  169 
Defined,    no,    169 

Inadmissible  assets  purchased  with,  i66 
Not   included   in   term    "Invested   capi- 
tal,"   110 

Changes  in,  during  taxable  year,   198-21 1 
(See   also   "Changes   in  Invested   Capi- 
tal during  taxable  year") 
•Computation,    107-112 

Affiliated   corporations,    220 
Fiscal  year  ending   1918,   83-85 
Formula,    109 

Of    corporation    part    personal    service, 
68 

Cost    basis,    106 

Debts,   stock  taken  in   payment,    184 

Decrease     (See     "Changes     in     Invested 
Capital   during  taxable  year") 

Deficit  accounts,  whether,   195 

Defined,   107,   109,   no 

Depreciation, 

Adjustments    for,    132 
Excessive,   127-9 

Foreign  corporations,   114 

Formula  for  ascertaining,    108 

Gifts,    186,    187 

Government    contract    (See    "Government 
contracts") 

Inadmissible  assets,    153-179 
Accounting   procedure,    170-178 
Affiliated  corporations,   223 
Borrowed  capital  used  to  purchase,  166 
Changes   in,    158 
Deductions,  calculations,   1 57-161 
Deductions,    illustrations,    170-178 
Defined,    153-154 

Earnings,   current,   used  to  buy,    160 
Income   from,   161 
Percentage  to  be  deducted,   161 
Reasons    for    deducting,    163 
State   and    municipal    bonds    as,    156 
Stocks  of  foreign  corporations  as,   156 
When  not  deemed  inadmissible,  161 -178 

Increase  (See  "Changes  in  Invested  Cap- 
ital  during   taxable   year") 

Indeterminable,    229 

Individuals,   formerly,    11 4-1 16 

Inequities  pointed  out,    106 

Intangible  property,   133136 

Acquired    before    or    after     March    3, 

1917,  222 
Amounts  restored  to  capital,   130 
Cash,   purchased  for,    133 
Computed  at  cash  value,  157 


Invested   Capital — (Continued) 
Intangible  property — (Continued) 
Defined,    134 

Limitations   on,    134,    157 
Treasury  stock  not  deducted,   135 
Valuation,    134-136 
Inventory,    136 

English  practice,    138 
Law,    text,    325-328 
Liberty   bonds   as,    155 
Loss  accounts,  whether,   195 
Minimum   only   determinable,   relief,   229 
Nominal   (See  "Nominal  capital  tax,  1917 
law"      and      "Corporations,      personal, 
service") 
Personal    service    corporations,   part,    seg- 
regating   capital,    68-70 
Pre-war  period. 

Affiliated    corporations,    224 

Application   of,   212 

Assets,   adjustment  of,   215 

Averaging  changes,   214 

Balance  sheets  to  be  adjusted,   213 

Basis    of    valuation    of    assets    to    be 

same   as   for   taxable   year,    214 
Defined,   212 
Dividend   reserves,   216 
Goodwill,   216 

Insurance,  cash  surrender  value,  215 
Liabilities,    adjustment    of,    216 
Plant,   215 

Relation    to    pre-war    earnings,    deter- 
mines war  profits  credits,  98 
Reserves,  adjustment  of,  216 
Revaluation,  213,  214 
Stock,  adjustment  of,  216 
Surplus,  adjustment  of,   216 
Taxes,    reserves   for,   216 
When  not  necessary  to  determine,  215 
When   not   necessary  to   determine   un- 
der former  procedure,  32,  33 
Profits,    undivided,    184,    185 
Reconciliation  statement,    117 

Draft  form,   118      • 
Relief  in  special  cases,  225-245   (See  also 

"Relief") 
Reorganizations, 

After  March  3,   1917,  267 
Before    March    3,   1917,    264-266 
Old  values  control,  181 
Reserves,   187-195 

Amortization  under   munitions  tax,    196 

Banks,  for  discounts,   195 

Contingencies,   as   surplus,    188 

Debts,   bad,    188 

Depletion,    189 

Depreciation,    189 

Discounts,    195 

Insurance    companies',    when    not   capi 

tal,   194 
Inventory   fluctuations,    188 
Obsolescence,    188 
Pre-war   period,   216 
Sinking  funds,  190 
Taxes,   191,   193 
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Invested    Capital — (.SContinued) 
Revaluation   (See  "Revaluations") 
Sale,    appreciation,    in,    121 
Securities,    (See  also   "Stock,   capital,   im- 
mediately  below") 

Discount,    144 

State   and   municipal,   inadmissible,   156 

United  States,   155 
Segregating   personal   service  from   other, 

illustration,    68-70 
Special    cases,    relief    for,    225-245     (See 

also    "Relief") 
Stock,    capital,    180-184 

Affiliated   corporations,   of,   for   cash  or 
stock,    222 

Allowable  prima   facie,    180 

Assessments,    187 

Bonus,   183 

Date  when   increase   is  effective,   180 

Debts,   taken   for,    184 

Foreign    corporations,    of,    inadmissible, 
IS6 

Increase   in,    180 

Indebtedness,    issued   for,    184 

Mixed  property  taken   for,   relief,    239 

No-par- value,    181 

Preferred,    112,    113 

Pre-war   period,   adjustment,   216 

Purchased    with    current    earnings,    199 

Treasury,    135,    152,   182,    183 

Valuation,    113,    139 
Surplus,    184-187 

Defined,    184 

Values  adjusted  to,    133 
Tangible    property,    120-133 

Accounts   receivable   as,    136 

As   paid-in   surplus,    121,    129 

Defined,    126 

Notes   as,    136 

Reduced   before    computing   deductions, 

157 
Stock,    145,    151,    156 
Taxes,    191,    193 
Treasury  stock,   13s,   152,   182 
U.    S.    bonds    included,    155 
Values,   deductions  if  diminished,    133 
Investment  Transactions, 

Isolated,    under   nominal   capital   tax.   279 
Profits    from,    formerly    how    treated,    21 


Joint  Adventures  Not  Corporations,   10 
Joint  Stock  Association,  What  is  Not,  ii 
Joint   Stock  Companies,  Taxable  as  Cor- 
porations, 10 


Labor   Organizations  Exempt,   is 
Land,  as  Invested  Capital,  142 
Law, 

March   3,    1917,   never   in   force,   3 

1917  (See   "Nineteen-seventeen  law") 

1918  (See   "Nineteen-eighteen   law") 
Text,   321-331 

Credits,    323-325 
General  definitions,  321 


Law — (Continued) 
Text — {Continued) 
Imposition    of    tax,    321-323 
Invested  capital,   325-328 
Miscellaneous,   330,   331 
Net   Income,  325 
Reorganizations,  328-330 
Leaseholds, 

Depletion    of,    under    19 17    law,    255 
Invested    capital,    143 
Liabilities,    Reserves    for   Taxes   Carried 

As,  TO  BE  Included  in  Capital,  216 
Liberty  Bonds, 

As    invested    capital,    155 
First, 

Interest    from,    not    to    appear    in    re- 
turns,   246 
Interest   paid    on    indebtedness   to    pur- 
chase, unallowable,  246 
Fourth,  purchase  of  increases  exemption, 

amended   return   to   secure,   27 
Interest  from,  how  far  exempt,  246 
Limitation  of  Tax,  52-58 
Losses, 

Book,  to  be  ignored,   195 

Current,  as   cause   of   change   in  invested 

capital,    198 
Net,   recomputation   in   case   of,   62-64 

M 

Machinery,   as   Invested   Capital,    140 

March   i,   1913,   Capital  Invested  at,    124 

Married  Women,  Separate  Return  By,  if 
Sole   Trader,    Formerly,    32 

Massachusetts  Trusts  Are  Corporations, 
10 

Mergers    (See    "Reorganizations") 

Michigan  Limited  Partnerships  Are  Not 
Corporations,  10,  18 

Michigan    Partnership   Associations   Are 
Corporations,    10 

Mines, 

Invested   capital,    142 

Sales    of,    tax    on    profits    from,    how    re- 
duced, 75-78 

Minors,    Nominal    Capital    Tax    of    1917, 
283 

Mixed  Property, 

Stock  issued   for,  239 
Valuation  of,   139 

Municipal    Securities,   Interest   Paid   on 
Indebtedness  to  Purchase,  246 

Munitions    Tax,    Amortization     Reservb 
Under,  196 

Mutual  Organizations,  When  Exempt,  16 

Mutual    Savings    Banks,    Whether    Ex- 
empt,  IS 

N 

National   Farm-Loan   Associations,   16 

Net  Income, 

Average    for    1911-1913,    252-254 

Book,   reconciliation   with   income   subject 

to  tax,  249,  250 
Credits,    1917,    251 
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Net   Income — (Continued) 

Dividends  subject  to  income  tax,  former- 
ly.   247 

Gold   mining,    19,    20 

Law,    text,    325 

Less  than  $3,000,  return  not  required,  18 

1911-1913,    253 

Nominal  capital  tax  of  1917,  what  is  sub- 
ject to,  279  (See  also  "Nominal  capi- 
tal tax,    19 1 7  law") 

Not  greater  than  $20,000,  rates  limited, 
52-58 

Pre-war  period. 

Adjustment,   251-254 

Affiliated    corporations,    254 

Average,   252 

Basis,  252 

Defined,   251 

Greater   than    10%    of   invested  capital, 

98 
Meager,   98 

Meager,  1917  law,  103 
191 1  and  1912,  basis,  253 
1913,  basis,  253 

1917  law,    251 

1918  law,  251 

Ratio    of,    to    tax,    in    representative    con- 
cerns,     determines      relief      in      special 
cases,    237 
Reorganization, 

After  March  3,  1917,  267 
Before  March   3,    1917,   264-266 
Taxable    year. 

Adjustment,  246-250 

Amortization    allowance,    247 

Defined,    246 

Depletion,    247 

Depreciation,    247 

Dividends,   247 

Interest   paid,    246 

Interest   received,    246 

Inventory    valuations,    247 

Obsolescence  allowance,  247 

Reconciliation    with   book    income,    249, 

250 
Salaries,    deductible,    248 
Same   as   income   tax,    246 
Tax  in  excess  of  50%  of,  relief,  226,  227 
Net  Loss,  Recomputation  of  Tax,  62-64 
Newspaper    Franchises,    as    Invested    Cap- 
ital,   146 
Relief,   236 
New    York     Limited    Partnerships    Are 

Not    Corporations,    10 
1909    Law,    Depletion,    Not    Deductible, 

247,   248 
1917  Law, 

Amortization,   255 

Applied    to    concerns    that    went    out    of 

business   before   its   effective   date,    3 
Applied  to  individuals,  partnerships,   cor- 
porations,  I 
Basis,    4 

Corporations,   borrowings   of,  admitted  as 
assets,   5 


1917  Law — (Continued) 

Credit   erroneously   denied  to   certain   fi»- 
cal    year    corporations,    92 

Depletion   of   leaseholds,    255 

Dividends, 
Received,   255 
Taxable  at  rates  of  prior  years,   207 

Exemptions,  specific,   4 

Individuals,    255-259 

Information    return,    when    not    required, 
263 

Interest  paid,  254 

Inventory  shrinkage,  255 

March  3,   1917,  law  of,  never  in  force,  3 

Net   income,   credits   251 

Nominal    capital     (See    "Nominal    capital 
tax,   1917  law") 

Obsolescense,    255 

Overvaluation,  premium  placed  upon,  225 

Partnerships,   259-263 

Professional  men,   how  taxed,  4 

Proprietor's  salary   deductible,    5 

Rates,   4 

Small  concerns,   special   rulings  for,   93^ 

Taxes  assessed  against  local  benefits,   255 

Tax-exempt     securities     admitted     as     as- 
sets,  5 

1 91 8  Law, 

Different  from  that  of    191 7,   5 
Effective   Jan.    i,    1918,    6 
Fiscal  year   ending   in    1918, 

Income,   war   profits   and   excess   profits 
taxes,    computation,    83-88 

Invested   capital    computation,    83-85 

War    profits    and    excess    profits    taxes, 
computation,   89 
Nominal   capital    corporations   covered   by 

personal  service  corporation  provisions, 

93 
Rates,    6,    38, 

Computation,    38-43 

Lower    in    certain   cases,    52-58 
War  profits  taXj   39,  44 

1919, 
Calendar  year. 

Computation,   for   government  contract, 

45 

Part-personal-service   corporations,  com- 
putations,   68-74 
Fiscal  year  ending  in. 

Computation,    79-81 

Computation    for    government    contract, 

47-51 
Net    loss    in,    results    in    recomputation 
of    19 1 8   tax,   62-64 
Rates,    7,   34 

Computation,    35-37 
Lower    in    certain    cases,    52-58 
Nominal  Capital- Tax,    1917   Law,   279-284 
Agents,    280 

Application    of    law,    280 
Barbers,    281 
Brokers,    280 

Capital    not    used    in    business,    but    in- 
vested, 283 
Deductions    permitted,    284 
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Nominal   Capital   Tax,    1917    Law — (.Con- 
tinued) 

Difficulty    of   qualifying,    94 

Individuals,  280,   281 

Investment    transactions,    isolated,    under, 
279 

Meaning  of,  280,  281 

Minors,   283 

Net    income    subject   to,    279 

Partnerships,    280 

Personal    service    corporations,   provisions 
for,    now    replace,   93 

Photographers,    282 

Rates,  4,  280 

Salesmen,   282 

Stock  exchange  seat,  2S3 

Vaudeville   theatres,    282 

Which   businesses   will  not   be   deemed  to 
have,   281 
Notes  Are  Tangible  Assets,  136 


Obsolescence, 

Deductible,    247 

1917  law,   255 

Reserves   for,   as   surplus,    188 
Oil   Wells, 

Bonuses  paid   for,    142 

Invested    capital,    142 

Sales    of,    tax    on    profits    from,    how    re- 
duced,   75-78 
Origin  of  Tax,  2 
Overpayment,     Claim     for     Credit     for. 

Form    (47A),   292-293 
Overvaluation,  225,  226 


Paid-in  Surplus   (See  "Surplus") 
Partnerships, 

Business    defined,    13 

Corporation    succeeding,    accounts    to    be 

restated,   266 
Exemption    under    1918   law,    14 
Fiscal   year,    rates,    82 
Incorporating  before  July   i,    1919,   269 
Limited, 

Corporations,  which   are,   10 

Not    subject    to    tax,    18 

1917  law,    259-263 

1 91 8  taxes,   paying,   33 
•No   longer   subject  to,    i 

Nominal    capital,    280 

Refunds   of    191 8   taxes,    33 

Returns,    32,    33 
Patents, 

Bought   for   stock,   265 

Intangible  property,  149-151,  236 

Relief  sections  as  to,   236 

Tangible  property,   191 7  law,   149,  236 
Patterns,   as   Invested  Capital,    143 
Payment   of   Tax, 

First    instalment,    where    relief    invoked, 
229 

Manner  of,  same  as  for  income  tax,  9 

Over-,  claim   for  credit  for. 
Form    (47 A),    292-293 


Payment  of  Tax — (Continued) 
Relief   claim   still   pending,   230 
While     invested    capital     not     yet    deter- 
mined,  230 
Penalties,  Returns,  Failure  to  Make,  23 
Pennsylvania  Limited  Partnerships  Are 

Corporations,    i  o 
Personal  Service  Corporations  (See  "Cor- 
porations,  personal  service") 
Personal  Service,  Income  From,  Basis  of 

Computation  of  Tax,   65-67 
Photographers,  Nominal  Capital  Tax  of 

1917,  282 
Plant     Assets,     Revaluations     Involving 

Appreciation   Not  Allowable,  215 
Policies,  Insurance,  Cash  Value,  143,  215 
Premiums  on   Stock  Are  Surplus,  187 
Pre-War  Period, 

Corporation     not     existing     during,     war 

profits    credit,    99-102 
Defined,    98,    212,    251 
Earnings, 

Classes    of    corporations.    Treasury    sta- 
tistics for  war  profits  credit,  loi,  102 

Data  as  to,   when  not  required,  23 

Test  of  excessiveness  of  profits,  6,   7 
Invested    capital. 

Affiliated  corporations,    224 

Application    of,    212 

Assets,    adjustment    of,    215 

Averaging   changes,    214 

Balance   sheets   to  be   adjusted,   213 

Basis  of  valuation  of  assets  to  be  same 
as  for  taxable  year,  214 

Defined,   212 

Dividend  reserves,   216 

Goodwill,    216 

Insurance,  cash  surrender  value.  215 

Liabilities,    adjustment   of,    216 

Plant,   215 

Relation  to  pre-war  earnings  determine 
war  pi-ofits   credits,   98 

Reserves,    adjustment    of,    216 

Revaluation,   213,   214 

Stock,   adjustment    of,    216 

Surplus,    adjustment    of,    216 

Taxes,   reserves    for,    216 

When  not  necessary  to   determine,   215 

When   not   necessary   to   determine    un- 
der  former   procedure,    32,    33 
Net    income. 

Adjustment,    251-254 

Affiliated    corporations,    254 

Average,    252 

Basis,   252 

Defined,  251 

Greater   than    10%    of   invested   capital, 
98 

Meager,  98 

Meager,  1917  law,  103 

1911  and  1912,  basis,  253 

1913,  basis,  253 

1917  law,    251 

1918  law,   251 

Professional    Men,    How    Taxed    Former- 
ly, 4,   12 
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Profits, 
Abnormal, 

High,  not  sufficient  cause  for  relief,  240 
Relief  from  tax,   233 
Books  need   not   show   monthly,    201  • 
Current,   as  cause   of  change  in  invested 

capital,  198 
From   investment,    formerly   how   treated, 

21 
Inadmissible  assets  purchased  out  of  cur- 
rent,   160 
Undivided,     184-187 

Earned    in    current    year,    not    capital, 

1 8s 
Invested    capital    includes,    184,    185 
"Nominal      capital,"      business     having 

283 
Of    corporation    bought    by    another    in 
a   fiscal   year,   267 
Property, 

Commandeered,  compensation  for,  wheth- 
er   income    from    government    contract, 
276 
Intangible,    133-136 

Acquired    before    or    after     March     3, 
*  1917,    222 

Affiliated   corporation,    221 

Amounts    restored    to    invested    capital, 

130 
Cash,    purchased    for,    included    in    in- 
vested   capital,    133 
Computed  at   cash   value,    157 
Defined,    134 
Limitations  on,    134,   157 
Treasury  stock  not  deductible,    134-136 
Valuation  of,   134-136 
Mixed    aggregate    of    tangible   and   intan- 
gible. 
Stock    issued    for,    239 
Valuation  of,   139 
Tangible,    120-133 

Accounts    receivable,    136 

As  paid-in  surplus,    121,    129 

Defined,    120 

Reduced    before    computing    deduction, 

157 
Stock,   145,   151,   156 
Proprietor's   Salary   Deductible,    Former- 
ly,  5 

R 

Rates,  34-94 
Application  of, 

19 1 8,  38-40 

1919,  35-37 

Fiscal  year,  former,  82 
Limitation,   52-58 
Lower   in   certain   cases,    52-58 
Short    form    for    computing,    52 

19 1 7  law,    82 

1 91 8  law,  6,   38 
Computation   of,   38-43 
Lower  in  certain  cases,   52-58 

1919.  1.  7,  34 

Computation  of,  35-37 

Lower   in   certain   cases,    52-58 


Rates — (.Continued) 

Nominal   capital   tax,    191 7,   4,   280 

Reduced   for   1919,    1 
Ratio  of   Tax   to   Net   Income   in   Repre- 
sentative  Concerns,    Determines   Re- 
lief, 237 
Reconciliation, 

Book    net    income    with    net    income    sub- 
ject to  tax,  249,  250 

Capital,   invested,    118 
Record,   Special,   op  Relief   Granted,   242 
Refund, 

Claims  for. 

Abatement  claim,  denied,  does  not  pre- 
vent,   174 
Form     (46),    288-289 

Partnership  paying   19 18  taxes,   33 

Personal  service  corporation  paying   19 18 
taxes,    33 
Relief, 

Abatement,    claim    for,    required,    when, 
230 

Abnormal   conditions  may  entitle   to,   233 

Circulation    lists,    236 

Claim  for, 

Complete,   should  be,   228 
Five-year   limit   on   filing,   231 
General   permission   to   make,   232 
Pending,  payment  of  tax,  230 

Commissioner, 

Must  act  on  claims,   237 
Statement  by,   232 

Committee   of    Review    and   Appeal    must 
act  on   claims,  227 

Computation   of   tax, 

Foreign  corporations,   241 
When   relief   granted,   237 

First  instalment,  how  determined,  229 

Fiscal   year   corporations,    234 

Foreign    corporations. 
Computation  of  tax,   241 
Temporary    determination    of    invested 
capital,   229 

Former  procedure,  242-245 

Franchises,    236 
Formerly,    244 

Goodwill   capitalized   by   competitors,    235 

Government   contracts. 

Cost-plus,  not  granted,   241 
Denied,   277 

High  profits  not  sufficient  cause  for,  240 

How  determined,   ratio  of  tax  to  net  in- 
come in  same  line  of  business,   237 

Individuals,   244 

Invested    capital. 

Former  procedure,  242-245 
Indeterminable,   229 

Method  of  invoking,   226 

Minimum   capital   only   determinable,    22g 

Not  granted  merely  on  high  rate  of  profit, 
240 

Patents,    valuation    of,    236 

Payment   of  tax,   before   capital   is   deter- 
mined,  230 

Profits,  abnormal,   233 
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Relief — (Continued) 

Purpose  of,   231 

Ratio  of  tax  to  net  income  in  same  line 
of  business,  237 

Record   of,    special,    242 

"Representative   concerns,"   238,   239 

Special   record   of,    242 

Statement   to   be   filed,    228 

Stock,   issued   for   unsegregated   property, 
239 

Subscription   lists,   236 

Tax    in    excess    of    50%    of    net    income 
need   not  be  paid  till  claim  heard,   226 

Tax    not    in    excess    of    50%    of    net    in- 
come,  227 

When       representative      concerns      show 
lower    rates   of    earnings,    238 
Religious  Corporations,   Exempt,   16 
Reorganizations,    264-271 

After  January  2,  1913,  former  procedure, 
271 

After    March    3,    1917,    267 
Former    procedure,    270 

Appreciation,  when  to  be  capitalized,  213, 
267 

As   of   March    i,    1913,   appreciation   does 
not   increase  capital,   213 

Before    March    3^   19x7,    264-266 

Corporation  bought   by   another,   in  a  fis- 
cal year,  267 

Incorporation    of    individual    or    partner- 
ship  before  July   i,    1919,   269 

Individual, 

Incorporating  before  July   i,   19 19,   269 
Succeeded  by,  accounts  to  be  restated, 
266 

Invested   capital,   old  values   control,    181 

Law,  text,  328-330 

Less     than     50%     of     interest     changing 
hands,  267,  268 

Net  income. 

After   March   3,    1917,    267 
Before   March  3,   19 17,   264-266 

Partnership, 

Incorporating  before  July   i,   1919,   269 
Succeeded  by,  accounts  to  be  restated, 
266 

Paying  more  for  assets  than  valuation  of 
former  owner,  265 

Undivided    profits    of    corporation    bought 
by  another,  267 
Representative  Concerns,  238,  239 
Reserves,    187-195 

Amortization,   under   munitions  tax,    196 

Banks,   for    discounts,    195 

Contingencies,    as    surplus,    188 

Debts,  bad,   for,  are  surplus,    188 

Depletion,    whether    surplus,    189 

Depreciation,    whether    surplus,    189 

Discounts,    whether    surplus,    195 

Insurance    companies',    when    not   capital, 
194 

Inventory  fluctuations,   as  surplus,    188 

Obsolescence,  as  surplus,   188 

Pre-war    period,    adjustment   of,    316 

Sinking    funds,    whether    surplus,    190 


Reserves — (Continued) 
Taxes,   are  surplus,    191 

Fiscal  years,   193 
Returns,   22-23 
Amended,   to   take   advantage  of  retroac- 
tive   Liberty   bond    exemptions,    27 
Balance   sheets  required,   25 
Consolidated,   27-31 

Affiliated  corporations,   217 

Exemption,  one  specific  only  allowed,  30 

Fiscal  years,  different,   30 

Foreign  corporations  may  not  use,   30 

Former  rules,   27,   28 

Government  contract  corporations,  may 
not  use,   31 
Exemptions,    Liberty    bonds,    retroactive, 

27 
Extension   of   time,    23 

Form    (1031T),   294-295 
Fiscal  year. 

Affiliated     corporation,     different     from 
that  of  parent,  30 

Ending    in    1918    or    1919,    retroactive 
Liberty   bond    exemption,    27 

Ending    in    1919,    Form    (1120A),    311- 
318 

Less  than  twelve  months,  25-27 

Prorating,    24,    25 
Forms    (See    "Forms") 
General,    22 
Government    contracts    profits    tax.    Form 

(1120S),  319 
If   not   taxable    income,    22,    33 
Incomplete,  when  allowed,  23 
Individuals,    31,    32 
Information,    affiliated    corporation,    Form 

(1122),    320 
Less   than   twelve  months,   25-27 

Computation    of    tax,    59-61 

Exemption    prorated,    18 

Limitation  on  tax  availed  of,   57 

Prorating,    25-27 
Married   woman,   32 
Not    required    if    net    income    less    than 

$3,000,    18 
Partnerships,    32,    33 
Penalties,    23 

Personal  service  corporations,  32,   33 
Place  of  filing,  same  as  income  tax,  22 
Pre-war    data,    when    not    required,    23 
Single,   for  several  taxes,   22 
Specimen    (See   "Forms") 
Tax,   income  and   profits,   296-310 

Fiscal  year  ending  1919,  311-318 
Tentative,  Form  (1031T),  294-295 
Time,    23 

Same  as  income  tax,  22 
When  not  required,   18 
Who  must  make,   22,   23 
Revaluations,    123 

Accounts    receivable,    136 
Advertising,    147 
Appreciation    excluded,    122-124 
As  of  March   i,   1913,  124 

Appreciation   does  not   increase   capital, 
213 
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Revaluations — (Continued) 
As    of    pre-war    period,    basis    of,    to    be 

same   as   for   taxable   year,    214 
Bonds  sold  at  discount,   144 
Buildings,    140 
Capital,   180-184 
Contracts,    146 
Depreciation,    excessive,    to    correct,    128- 

133 
Designs,   143 
Fixtures,   141 
Furniture,    141 
Goodwill,    147-149 

Insurance    policies,    cash    value,    143 
Intangible    property,    134 
Inventories,    137-139 
Land,   142 
Leaseholds,    142 
Machinery,    140 
Mines,    142 

Mixed  assets,  139,  239 
Models,  143 

Notes   received  for  stock,    136 
Patents,  149-151 
Patterns,    143 
Plant    accounts,    128 
Reorganizations,    264-271 

After  March  3,    1917,  267 

Before  March  3,   1917,  264-266 
Reserves,    187-193 
Stock,   151,   152 

Sold  at  discount,   145 
Surplus,   126,    184-187 
Water   rights,    142 
Wells,   142,  143 


Salaries, 

Deductible   from   net   income,   248 
Proprietor's,    formerly    deductible,    5 
Sales, 

Gas  wells,   how  taxed,  75-78 
Invested  capital,  appreciation  in,   121 
Mines,  how  taxed,  75-78 
Oil  wells,  how  taxed,  75-78 
Salesmen,  Nominal  Capital  Tax  of  1917, 

282 
Scientific   Corporations,    Exempt,    16 
Securities   (See  "Stock  Capital") 
Discount  on,   144 
Liberty  Bonds, 

As  invested  capital,   155 

First,  246 

Fourth,  27 

Municipal,   156,  246 

State,    156,  246 

United   States, 

Included  in   invested   capital,    155 
Interest  paid  to  carry,  246 
Interest  from,  part  of  net  income,   246 
Liberty  bonds,  27,   155,  246 
Victory   Loan    Act,   27 
Simmons,  Senator,  232 

Sinking    Fund,    Reserves    For,    Whether 
Surplus,  190 


Statement  to  be  Filed  With  Claim   for 

Relief,  228 
State    Securities,    Interest   Paid   on    In- 
debtedness TO  Buy,  246 
Stock,  Capital,  180-184 

Affiliated     Corporation    of,    for    cash    or 
stock,  222 

Allowable    prima    facie   as    invested    capi- 
tal,   180 

Analyzed  as  to   whether   invested  capital, 
180-184 

Assessments,   187 

Bonus,  how  included  as  invested  capital, 
183 

Date   when   increase   in,   is   effective,    i8o 

Debts,  taken  for,  184 

Foreign   corporations,   as   inadmissible   as- 
sets,  156 

Increase  in,   during  year,    180 

Indebtedness,    issued   for,    184 

Mixed  property  taken   for,  relief,  239 

No- par-value,    181 

Preferred,   112,   113 

Pre-war   period,    adjustment,    216 

Purchase  of,  with  current  earnings,  effect 
on  capital,    199 

Treasury,    135,   152,   182 
Invested    capital,    182,    183 
Not  to  be  deducted  in  calculating  lim- 
itation  on   intangible  assets,    135 

Valuation,   113,   139 
Stock   Dividends,   200,  208 
Stock   Exchange   Seat,   Nominal   Capital 

Tax   of    1917,   283 
Stockholders, 

Assessments  paid   by. 
Are  capital,    187 

Returned  promptly,   may  be  considered 
loans,   187 

Gifts  by,  nominal  value  and  actual  value, 
186,    187 
Subject  to  Tax,  Corporations  Only,  i 
Subscription  Lists, 

Valuation   as   capital,    146 
Relief,    236 
Relief   formerly,   244 
Surplus,   184-195 

Amounts  for  acquistion  of  tangible  prop- 
erty  added  to,    129 

Defined,    184,    185 

Earned  in  current   year,   not  capital,    185 

Invested  capital  includes,    184,    185 

Paid-in,    186 

Accounting  procedure,    125 
Defined,    125 

Depreciation    of    assets    not    to    be    de- 
ducted,  127 
Evidence    to    substantiate    a    claim,    126 
Excess  of  value   over   cost   is,    127 
Tangible  property,    121 

Premium    on    stock    is,    187 

Pre-war,   as   capital,    216 

Reserves  as,   187-195 

Amorization,   under  munitions  tax,   196 
Banks,    195 
Contingencies,   188 
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Surplus — (.Continued) 

Reserves — (Continued) 
Debts,  bad,  i88 
Depletion,   189 
Depreciation,    189 
Discounts,    195 
Insurance    companies,    194 
Inventory    fluctuations,    188 
Obsolescence,    188 
Sinking  funds,    190 
Taxes,  191,   193 

Revaluations,   arising    from,    126,    184-187 

Sale  of  capital  assets,  from,  whether  ad- 
missible asset,  202 

Tangible     property,     when     included     in, 
127 

Values,    diminished,    when    not   to   be   de- 
ducted,   1 33 


Treasuky  Stock,  135,  152,  182 

Invested  capital  to  what  extent,  ^182,  183 
Not  to  be  deducted  in  calculating  limita- 
tion on  intangible  assets,   135 

Trusts,  Not  Subject  to  Tax,  18 

u 

Undivided  Profits,   184-187 

Earned  in  current  year,   not  capital,    185 
Invested  capital  includes,    184,   185 
"Nominal    capital"    business    having,    283 
Of   corporation   bought   by   another   in    a 
fiscal  year,  267 

U.   S.  Bonds  Are  Invested  Capital,  155 

U.  S.  Obligations  (See  "Securities,  U.  S.") 

Unsegregated  Assets, 
Stock   issued   for,    239 
Valuation  of,    139 


Tangible  Property,  120-133 
Accounts   receivable   as,   136 
As  paid-in   surplus,    121,    129 
Defined,    120 
Notes   as,    136 
Reduced  before  computing  deductions,  157 

157 
Stock,    151 

Discount    on,    145 

Foreign   corporations,    156 
Taxable   Year, 

Invested  capital  changing  during,  198-211 

(See    also    "Changes    in    invested    capi- 
tal during  taxable  year") 
Net    income    (See    "Net    income,    taxable 

year") 
Recomputation  of  tax,  in  case  of  net  loss 

in   fiscal   year,    62-64 
Taxes, 

Abatement,    claim    for,    Form    (47),    290- 

291 
Accrued,  reduce  income  available  for  div- 
idends,  when,   210 
Affiliated   corporations,    credit    for,    223 
Assessed   against  local  benefits,   1917   law 

as  to,  255 
Computation    of     (See     "Computation    of 

tax") 
Foreign   corporation    owned   by    domestic, 

credit   for,   30 
Overpayment,  claim  for  credit  for,  Form 

(47A),   292-293 
Paid  before   due,  invested  capital  not  re- 
duced till  due  date,   193 
Paid  out  of  income  for  what  year,   191 
Refund,   Form    (46),   288-289 
Reserves    are    surplus,    191 

Fiscal    year    adjustments,    193 
Reserves   for,    as   capital,    216 
Tax-Exempt  Securities,  s,  6 
Transportation    Systems    Under    Federal 

Control,   ii,   12 


Value   (See   "Book  values"  and  "Revalua- 
tions") 
Vaudeville    Theatres,    Nominal    Capital 

Tax  of  19 17,  282 
Victory   Loan   Act, 

Exemption  granted  by,  27 
Victory     Notes,     3%%,     Interest     From, 

Not  to  Appear  in  Returns,  246 

w 

War  Finance  Corporation  Bonds,  Wheth- 
er Admissible  Assets,   179 
War    Profits    Credit,    96-103     (See    also 

"War    Profits    Tax,    credits") 
War   Profits   Tax, 
Application, 

Government      contracts      running     into 

1919,    34,   95 
Only  till  January   i,   1919,    i,  95 
Computation,   39,   44 

Calendar  year,   19 19,  45 
Fiscal   year,    1918,   83,   89 
Fiscal  year,    19 19,   47-51 
Corporation  owned  by  another,   98 
Credits,    96-103 

Corporation    not    existing    during    pre- 
war period,  99-102 
Corporation  owned  by  another,  98 
Exemptions,  specific,  96,   102,   103 
Government   contract,   98 
Pre-war  income   in   relation   to   pre-war 

capital,   98 
Summary,  96,  97 
Earnings    of    classes    of    corporations,    ta- 
ble of,    loi,   102 
Government  contracts. 
Credits,   98 
Exceeding  50%   of  net  income,   relief, 

227 
Unfinished,    applies    after    January    i, 
1919,    I,   34 
Pre-war   invested   capital. 
Affiliated   corporations,   324 
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War   Profits   Tax — (Continued) 

Pre-war-invested   capital — (Continued) 

Application  of,   212 

Assets,    adjustment    of,    215 

Averaging   changes,    214 

Balance  sheets  to  be  adjusted,   213 

Basis     of    valuation     of    assets    to     be 
same  for  taxable  year,   214 

Defined,   212 

Dividend    reserves,    216 

Goodwill,    216 

Insurance,   cash   value,   215 

Liabilities,    216 

Plant,   215 

Relation     to     pre-war     earnings     deter- 
mines war  profits  taxes,   98 

Reserves,    216 

Revaluations,    213,    214 

Stock,   216 

Surplus,   216 

Taxes,   216 

When  not  necessary  to   determine,   215 

When   not   necessary   to   determine  un- 
der  former   procedure,   32,    33 
Pre-war  net   income, 

Adjustment,    251-254 

Affiliated    corporations,    254 


War  Profits  Tax — (Continued) 
Pre-war   net   income — (Continued) 
Average,    252 
Basis,   252 
Defined,  251 
Greater   than    10%    of   invested   capital, 

98 
Meager,  98 

Meager,  19 17  law,  103 
1911  and  191 2,  basis,  253 
1913,  basis,  253 

191 7  law,    251 

191 8  law,    251 
Pre-war  period, 

Corporations   not    existing    during,    war 

profits  credit,  99-102 
Defined,  98,   212,   251 
Earnings     of    classes    of    corporations. 
Treasury    statistics     for    war    profits 
credits,    loi,    102 
Earnings  of,   data   as  to,   when   not   re- 
quired,  23 
Earnings    of,    test    of    excessiveness    of 
profits,   6,    7 
Refund,  corporations  not  existing  in  pre- 
war period,  may  have  claim  for,   102 
Water   Rights,   as  Invested   Capital,    142 
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